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ANNABEL MATTHEWS 


Whose nomination as a member of the Board of Tax Appeals, after being confirmed 
by the Senate, was reconsidered and referred again to the Finance Committee. Re- 
consideration of the nomination was made not because of any question as to the 
qualifications of Miss Matthews for the position, but in deference to the request of 
Senator Couzens, who raised the issue that the confirmation was contrary to a 
resolution unanimously adopted by the Senate in 1926, which expressed it as the 
opinion of the Senate that no member of the Internal Revenue Bureau should be con- 
firmed as a member of the Board of Tax Appeals unless separated from the Bureau 
for at least two years. 
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OUR opportunity for service to your clients extends 

beyond the immediate task of preparing their current tax 
returns. Few men are in better position than you to obtain a A 
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structive suggestions for protecting and developing estates. the » 
In many cases, creation of living trusts for the benefit of — 


a the — 
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stantial reduction in income tax payments for years to come. oo 
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ings, including economies in inheritance taxes. Testament- y the 
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taxes and administration expenses. Tre: 
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) the 1917 law which levied the excess profits tax on 
| partnership income for the year 1917 on partnerships 
i as such and not upon the individual 


| ever, after so many years of use of 
| the method of taxing the individual 


} there is only a very limited list of 
) decisions of the United States Board 
) of Tax Appeals or the courts. 
» complicated, technical problems as to 


| individual partners are raised by the 


sions nor Department rulings have 
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Taxable Income from Partnerships 


By E. E. WAKEFIELD* 


LL the revenue acts imposing income taxes be- 
ginning with the 1913 law have provided for 
taxing to the individual partners, rather than to 
the partnership itself, the income from partnership 
There was one temporary exception under 


partners. Strangely enough, how- 


partners for the partnership income, 
Treasury rulings upon the subject, or 
Very 
distribution of taxable income to the 
several laws and so far neither deci- 


indication of the 
proper procedure. 


Recently the United States Board 
of Tax Appeals in the case of Augus- 
tine M. Lloyd, et al., v. Commissioner, 
15 B. T. A. 82, and a memorandum 
of the General Counsel of the Bureau 
of Internal Revenue, as a result of the 
3oard decision, have dealt in some 
detail with the general principles con- 
sidered to be applicable. The ruling of the Genera! 
Counsel is G. C. M. 6582, published in I. R. B. VIII-36, 
page 7. It is the purpose of this article to discuss 
these general principles indicated in the Board decision 
and the Department memorandum and to consider also 
other questions necessarily involved in determination 
of income from partnerships, but not covered, except 
by implication, in the decisions above referred to. 

In the case of Lloyd v. Commissioner the Board re- 
ferred to an earlier decision in the case of the Estate 
of S. U. Tilton, 8 B. T. A. 914. The opinions in the 
Lloyd case and the Tilton case taken together indicate 


*Members of Massachusetts Bar; with Lybrand, Ross Bros. & 
Montgomery, Boston, Mass. 
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recognition of the broad, general principles which should 
govern in determining income received from partnership 
operations. The Board held that salaries, so-called, 
paid to partners under a partnership agreement, are not 
necessarily income of the partners, but are merely one 
of the measures used for distribution of profits among 
the partners. It further held that withdrawals by 
partners are ordinarily in anticipation 
of profits and cannot be construed to 
be taxable income unless for the part- 
nership’s taxable year there are profits 
equal to or greater than the withdraw- 
als. No mention is made in these 
decisions of interest on partners’ cap- 
ital, but it has been held by the Board 
that interest on partners’ capital is, 
like salaries, only one of the factors 
for distributing profits. See Blake 
v. Commissioner, 9 B. T. A. 651. It 
therefore is held by the Board that 
partnership profits are subject to dis- 
tribution by any or all of the follow- 
ing measures: (1) partners’ salaries, 
(2) interest on partners’ capital, and 
(3) division on some agreed frac- 
tional basis of so-called profits after 
allowance to partners of their sal- 
aries and interest on their capital. 
Upon the principles just stated, the 
Board decided in the Lloyd case that 
salaries received by certain partners, 
in a firm which showed a net loss after salaries, were 
taxable income only to the extent that they equalled 
taxable income of the firm plus certain withdrawals 
found to have come from capital of other partners and 
not from the capital of the partners receiving the sal- 
aries. As will be later explained the method of distri- 
bution of income by the Board seems to the writer 
unnecessarily involved even though it produces results 
mathematically correct. 

In the Lloyd case there was apparently no difference 
between income as determined by the books and taxable 
income. In other words, there were no such causes of 
variance between book income and taxable income as 
non-taxable income received by the partnership or ex- 
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penses of the partnership which: were non-deductible 
under the tax law. In such a case it seems quite clear 
that if the profits of the year are large enough, each 
partner’s share of taxable income is made up of his 
credit for salary plus his credit for interest on capital 
plus the credit for his share of profits after deduction 
of salaries and interest on capital. In other words, 
except in cases where book income and taxable income 
are different the whole problem of taxable income from 
the partnership is solved from the accounts by taking 
the total of the net credits to each partner on account 
of the year’s operations. In a case such as that 
before the Board in which the profits of the year 
were less than partners’ salaries, the general principle 
remains applicable. If the profits from operation are 
less than salaries allowable to the partners, obviously 
there is, according to the accounts, a loss for the year. 
Consequently, in the accounting at the end of the year 
the net credit of a partner is found to be his credit for 
salary less the debit because of his share in the loss 
after charging to profit and loss the salaries and the 
interest on capital. This being so, it seems unneces- 
sary and confusing to arrive at the taxable income, 
as did the Board, by deducting from salary an 
amount assumed to have been withdrawn by the 
partner out of his own capital and also. deducting 
an amount assumed to have been paid by him out 
of his capital to meet in part the salaries of other 
partners. Until the accounts are closed for the year 
no one can tell what the result.as to any particular 
partner will be. His credits for salary and any with- 
drawals he makes are only tentative factors in deter- 
mining his income from the partnership. In reality 
withdrawals have no effect at all on taxable income 
except in one rather unusual case. If it were agreed in 
the articles of partnership that a partner might have as 
his reward for his connection with the business for one 
year all that he withdrew up to some fixed amount, 
even though there were no profits, then his withdrawals 
might well be the measure of his income. However, 
in the usual case, and as held by the Board in the Lloyd 
case, salaries in fact withdrawn by the partners are 
only tentative measures of income for the reason that 
the partners drawing salaries may be chargeable with 
part of the loss of the year after salaries. At the end 
of the year when the accounts are closed it is possible 
readily to see whose capital has been decreased. It 
seems quite unnecessary to assume decrease of the cap- 
ital of a partner who in fact receives income from the 
partnership. To illustrate, let it be assumed that in a 
partnership comprised of partners A and B, partner A 
receives $5,000 salary, B receives $2,000 salary and in 
the distribution of profit or loss after salaries A receives 
30 per cent and B 70 per cent. Let it be further as- 
sumed that the profits for a year without deduction for 
salaries are $4,000. Inasmuch as withdrawals have no 
effect on the determination of taxable income, except 
in the extraordinary case before referred to, it will be 
assumed for convenience that no withdrawal is made 
by either party. In the determination of the results of 
the year, the closing of the profit and loss account, and 
transfer to partners’ capital accounts, the figures will 
be as follows: <A will be credited with a salary of 
$5,000. The excess of salaries over the profits of the 
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year is $3,000, i. e., after salaries are charged to profit 
and loss there is a net loss of $3,000. A is chargeable 
with 30 per cent of this loss, amounting to $900. His 
account will therefore show a net credit of $5,000 minus 
$900, or $4,100, and his capital, if he allows the results 
of the business to stay in the partnership, will be in- 
creased by $4,100. On the other hand, B receives a 
salary of only $2,000 and his share, viz., 70 per cent 
of the loss of $3,000 is $2,100. He will then receive a 
credit of $2,000 and a charge of $2,100, so that there 
will be a net charge to be carried to his capital account 
of $100. This result could not possibly have been ascer- 
tained or accurately foreseen until the end of the period. 
If it is assumed that salaries are credited weekly or 
monthly, they are, as the Board points out in its deci- 
sions, in anticipation of profits; but whether there will 
be profits or losses can be determined only at the end 
of the fiscal year. In the above example, when the 
determination is made at the end of the year by charg- 
ing or crediting, as the case may be, to each partner’s 
account his share in the final profit or loss, it appears 
for the first time, and also finally, that A gets an addi- 
tion to his capital and B gets a reduction of his capital. 
There is no evident reason why this result, clearly fol- 
lowing from the partnership agreement and the neces- 
sary accounting under it, should not be taken as a direct 
basis for determining taxable income. Obviously one 
partner gets an increase which is made up of the profits 
of the year for the partnership plus the transfer of cap- 
ital from the other partner’s account. The Board recog- 
nized such a result as correct in the Lloyd case when, 
as shown on page 86 of the report, it computed the 
gain of each partner receiving income in terms of his 
salary minus his share of the loss. The more elaborate 
computations following in the opinion which ultimately 
come to the same figure for income seem unnecessary 
and out of harmony with the results clearly indicated by 
the necessary accounting entries involved in recording 
the partnership operations. 


The memorandum of General Counsel, G. C. M. 
6582, I. R. B. VIII-36, p. 7, seems not only unneces- 
sarily to have adopted the cumbersome procedure indi- 
cated by the Board’s decision in the Lloyd case, but in 
fact not accurately to have followed the procedure 
approved by the Board. In the General Counsel’s 
memorandum income for the year which is less than 
salaries is assigned to the different partners receiving 
salaries on the basis of their percentages of profits after 
salaries. The amounts so determined are deducted 
from salaries and the shares of the loss after salaries 
are deducted from the remainder. The share of actual 
profits plus the balance after deduction of losses is de- 
termined to be taxable income. Mathematically the 
result is correct, but not because the principle indi- 
cated in the Board’s decision is followed. It would not 
have made the slightest difference what division of the 
actual profits was made among the partners on account 
of salaries. It is plain enough that if you take any 
fixed sum, subtract any amount from it and then sub- 
tract another amount from the balance and add the 
remainder to the first sum deducted you get the same 
result, whatever the first sum deducted. In other 


words, all you really do is to subtract the second sum 
from the original amount. To illustrate, if A’s salary 
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is $5,000 and his share in profits be assumed to be 
$1,000, there is a balanee of $4,000. Let it be assumed 
that his share of the loss after salaries is $2,000. This 
leaves a remainder of $2,000, which added to the $1,000 
determined to be his share in profits before salaries 
gives a total of $3,000. But the same total is arrived 
at by merely subtracting $2,000, i. e., his share of the 
loss from his $5,000 salary. The General Counsel’s 
memorandum therefore seems to be wrong in principle, 
besides being unnecessarily involved in the method of 
arriving at the final result. Strangely enough, however, 
the final result is mathematically correct. 

Variances Between Book and Taxable Income 

The cases of taxable income of partners above dis- 
cussed are all cases in which book or accounting income 
is assumed to be the same as taxable income. This is 
often true, but quite as often there are variances of one 
kind or another between book income and taxable in- 
come. For example, if a partnership invests in munici- 
pal or Liberty bonds, the interest on which is non-tax- 
able, book income may be greater than taxable income. 
On the other hand, if the partnership pays out money 
for some sort of expense properly chargeable to profit 
and loss for accounting purposes but not an allowable 
deduction under the income tax law, taxable income 
may be greater than book income. Another variation 
between book income and taxable income arises out of 
the fact that dividends on stock of domestic corporations 
are subject only to surtax. The reason for this, as 
is well-known, is because in theory the income of the 
corporation has been subjected to the normal tax and 
therefore dividends in the hands of the stockholder 
should not be subjected again to normal tax. Usually 
the individual normal income tax rate and the corpora- 
tion rate have been different, so that the exemption of 
dividends from normal tax makes only a rough allow- 
ance for the tax paid by the corporation. However, 
under the theory of preventing double normal tax it is 
necessary that dividends should be eliminated from 
normal tax in the individual return. Hence, it is neces- 
sary that dividends received through a partnership 
should be separately reported, so that the shares of the 
partners in such dividends can be combined with divi- 
dends received individually and the proper credit taken 
in their tax returns before computation of the normal 
tax. The Revenue Act of 1928, Section 184, and simi- 
lar provisions in the earlier laws so provide, in general 
terms. 


It thus appears that book income and taxable income 
may differ both in quantity and in kind. For the 
purpose of accounting and of determination of profits 
among the partners, quantity is the only thing of im- 
portance. It makes no difference to the partners 
whether their salaries come from money received as 
dividends by the partnership, or from non-taxable in- 
terest or from profits from merchandise sales. In the 
final accounting for the year the partner is entitled to 
a certain total credit regardless of source. On the other 
hand, since some income may be non-taxable, some de- 
ductions may be unallowable and some income may be 
subject to surtax and not to normal tax, for purposes 
of the individual taxpayer’s return, a segregation both 
as to amount and as to character of certain items is 
necessary. How then shall the items that are different 
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in book income and taxable income be distributed 
among the partners? The Board’s decisions above re- 
ferred to do not deal conclusively with this problem, 
but they do suggest a rule which seems to the writer 
to be proper. In substance, the Board’s decisions indi- 
cate that each partner’s share in the income of the part- 
nership is his net share after taking into account his 
salary and his so-called share in profits. In the case 
where there are profits in excess of salaries, it seems 
only reasonable to suppose that the partner’s salary 
plus his share of the profits after salaries gives his total 
share in the results of the year’s operations. His salary 
is of a fixed amount, his share in profits is a percentage, 
but both of these factors when combined provide a 
new amount which in turn determines the percentage of 
his share in the whole income. No one can tell what 
this percentage will be until the accounts are 
closed. However, when this percentage has 
been determined, it seems to the writer to be the best 
basis for distribution of items which because of their 
nature, such as dividends, must be differently treated 
on the books and in tax returns. On the books no dis- 
tribution of dividends is made, except as they form a 
part of the total income, which, after deduction for 
expenses, leaves a net income to be divided. The sim- 
ple rule for the ordinary case is to find the total cred- 
its on account of salary and interest on capital and 
share of the profit and loss for each of the partners. 
Next determine the percentage of the total which the 
sum of the several credits represents, then apply this 
percentage to all items differently treated on the books 
and in the tax return and the correct total taxable in- 
come and the correct share in items such as dividends 
will be found. Other items which may need appor- 
tionment are the 2 per cent paid at the source for the 
partnership on tax-free covenant bonds and capital 
gains of the partnership. So also are donations, which 
cannot be deducted in determining the partnership tax- 
able income but may be deducted according to their 
respective shares by the individual partners in their 
own returns. 

So far as the writer is aware there has been no pub- 
lished ruling of the Department with reference to the 
manner of distributing among partners such items as 
dividends and non-deductible expenses. There is one 
Board decision in the case of Leopold v. Commissioner, 
9 B. T. A. 396, which touches on the question. This 
case, however, was not fully gone into by the Board 
because there was not sufficient evidence to indicate any 
error of the Commissioner. The question was also 
raised in the case of John A. L. Blake v. Commissioner, 
9B. T. A. 651. It is impossible to be certain from the 
report of this case just what distribution was finally 
approved of by the Board. Apparently, however, the 
general method suggested in this article was approved. 

There has been a practice among revenue agents in 
auditing partnership returns to divide all items treated 
differently on the books and in tax returns in the pro- 
portion of the final shares of partners in profit and loss 
after salaries and interest on capital. This method, the 
writer believes, is not only wrong in principle but pro- 
ductive of results quite unfair to the several partners. 
Suppose that owing to receipt of a salary much larger 
than that of the other partners and to a share in profit 
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and loss much smaller than that of other partners a 
particular partner receives the whole or practically the 
whole of the income of the partnership. If he must 
account for and be taxed upon the whole of the part- 
nership income, it seems quite unreasonable that he 
should be given a share in dividends, and so a reduced 
normal tax, based merely on his share in profits after 
salaries. For example, he might have to report $10,000 
income from the partnership which had total income 
of $12,000 and he might be given as his share of the 
dividends only 10 per cent. If in such a case the divi- 
dends amount to $6,000, he would pay a tax on $10,000 
with a credit of only $600 for dividends and the other 
partner or partners taxable on only $2,000 of partner- 
ship income would be permitted to take credit for nor- 
mal tax of 90 per cent of the dividends, i. e., $5,400, 
when in fact their total share in the income of the part- 
nership was only one-sixth. Again a partner who re- 
ceives the larger part of the taxable income of the 
partnership due to a large salary and a small interest 
in the profits, under the method followed by the revenue 
agents, may get as a credit for the 2 per cent tax paid 
at the source only a small fraction of the total paid to 
the government by the obligor corporations. His part- 
ners who receive only a small share of the partnership 
income and consequently should have only a small share 
in the reduction of tax due to payment at the source 


may get the bulk of this credit in their individual re- 
turns. 


As a matter of fact the provisions of the revenue 
acts permitting a credit for the normal tax on account 
of the dividends received from partnerships deal with 
gross income and not net income. If the net income 
of the partnership is less than the dividends, it is quite 
obvious that neither one nor all the partners could actu- 
ally receive all the dividends. The actual money re- 
ceived in dividends is accepted as any other money and 
it may be that creditors or vendors or any other class 
of persons to whom the partnership pays money in fact 
receive the dividends. It is reasonable in order to avoid 
a double normal tax to allow the partners to keep divi- 
dends segregated in their tax returns and let them take 
credit in their individual returns for their shares in 
dividends received by the partnership. It by no means 
follows from this, however, that the dividends are in 
any way ear-marked or distributed to the partners ex- 
cept as they contribute to the net results of the taxable 
year. If in theory it could be known at all times 
through the year what the ultimate share of each part- 
ner in the results of the year is going to be, it might 
be supposed that when any money comes in the part- 
ner has his share assigned to him and when any money 
goes out he is charged with his share. The ultimate 
result in closing the accounts produces precisely’ this 
effect. It therefore seems the most reasonable way for 
tax purposes to assume as to any item which may be 
distributed among partners for taxation that each part- 
ner’s share is based on his share in the partnership 
results, produced by the combined effect of salary, in- 
terest on capital, and share under the partnership agree- 
ment in profit or loss after charges for salaries and in- 
terest on capital. 

The rule just described for distribution of items such 
as dividends and non-deductible expense is easily ap- 
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plied in the usual case in which the profits of the part- 
nership are in excess of salaries and interest on capi- 
tal. However, there are a considerable variety of 
cases to which no such simple rule can apply. 

Three cases which present difficulties as to the dis- 
tribution among the partners are: (1) net income of the 
partnership less than total credits to certain partners 
due to the fact that they received capital of other part- 
ners; (2) loss by the partnership but income to certain 
partners because they receive capital of other partners, 
and (3) loss to the partnership shared in by all the 
partners. In the first case there is some income from 
the partnership to be reported by some partner or part- 
ners. Nevertheless part of the total income reported by 
such partners comes from the capital of other partners. 
In such a case it seems a reasonable and practical solu- 
tion to assign the dividends to the partners receiving 
income in proportion to their shares in the actual part- 
nership income, i. e., in the proportion of their shares 
of taxable income excluding amounts received out of 
capital of other partners. In the second and third cases 
a logical view would be that since the partnership 
showed a loss and no partner could receive income out 
of the operations of the partnership, there is no need 
to guard against double taxation of corporation income 
received in dividends. Hence, it would be reasonable 
to allow no credit for dividends received through the 
partnership in the individual returns. Obviously, the 
capital of any partner is not of the nature of dividends 
and if that is all the partner in this case has to account 
for in addition to his income other than from the part- 
nership, no harm seems to be done if no special credit 
for dividends is given. Under present practice, how- 
ever, the result is otherwise. 

The Revenue Act of 1928 provides in Section 184 
as follows: 

The partner shall, for the purpose of the-normal tax, be 
allowed as a credit against his net income, in addition to the 
credits allowed to him under Section 25, his proportionate 
share of such amounts of dividends and interest specified in 
Section 25 (a) and (b) as are received by the partnership. 

The language was substantially the same in the prior 
acts. Interpreted literally this language seems to re- 
quire a credit for dividends even though the partner- 
ship has no net income to be taken up by the partners 
in their individual returns. Presumably because of this 
language in the several acts the Treasury Department 
has regularly permitted the deduction for dividends in 
computing the normal tax even when the partnership 
showed a loss. In practice this result is obtained by 
showing dividends as a black figure and then showing 
as a red figure under the designation “other income” 
an amount sufficient to bring the total of the two items 
to the actual loss of the partner as shown by the part- 
nership return. Inasmuch as this is beneficial to tax- 
payers, they have no ground for objection to the pro- 
cedure and the only question remaining is as to the 
proper distribution in cases where the partnership shows 
a loss. There seems to be no logical solution of the 
problem. The practical difficulty is that the statute 
framed to prevent the double taxation of dividends by 
allowing for credit for normal tax is satisfactorily 
workable only in the case where dividends are in fact 
simply a part of income from the partnership suff- 
(Continued on page 35) 
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The Stock Market Crash and Its Effect 
Upon Security Values for 
Estate Tax 


By I. GomMBErRG* 


1929, with the bulk of his estate in securities 

traded in upon established exchanges. What 
effect does the date of his death have on the valuations 
of his estate for inheritance tax purposes? What meas- 
ures of value are the administrative authorities going 
to consider? . 

The general rule for valuing listed securities for 
Federal Estate tax purposes is laid down in Art. 13, 
Paragraph 3 of Regulation 70 of the Revenue Act of 
1926, as amended and supplemented by the Revenue 
Act of 1928, as follows: “The value of stocks and bonds 
listed upon a stock exchange should be determined by 
taking the mean between the highest and lowest quoted 
selling prices upon the date of death, except where 
such selling prices do not reflect the fair market value.” 
In actual practice an estate, created upon the death of 
a human being and consisting primarily of listed securi- 
ties, is usually valued according to prevailing prices 
on a recognized stock exchange on the date of death. 
The reservation expressed by the words “except where 
such selling prices do not reflect the fair market value,” 
is usually ignored. 

The inequity of blindly applying the usual average 
quotation value for listed stocks in estates of decedents 
dying during the last half of the year 1929, however, 
should be immediately apparent. In the case of many 
stocks the exchange quotations prevailing up to the 
first part of October had declined to one-third or one- 
half that value by November 13th. The subsequent his- 
tory of the market indicates further that the decline in 
the quotations is of some permanence. In the opinion 
of many the deflation represents the return from a 
period of hysterical speculation to a period of market 
quotations based upon intrinsic values. 

If an estate be valued at the public quotations of the 
late summer or early fall of 1929, a material, sometimes 
a startlingly material, percentage of the corpus is de- 
pleted by the middle of November. In the case of most 
decedents dying during this period, the estate had no 
opportunity to sell at the inflated quotations. The min- 
imum time required for an executor to qualify and se- 
cure a court order authorizing sale of the securities 
held, precluded any possibility of selling prior to the 
stock market crashes of October and November. As a 
practical consequence, a tax based upon the nominal 
quotations at the date of death, is not based upon a 
price at which the estate could have sold the securities. 

Further, to pay such a tax, the estate must liquidate 
at least some of its securities at the prices prevailing 
subsequent to the crash. In addition the bequests may 
all have to be scaled down due to the lower valuation 


S129, wi a man died in August or September, 





*Public Accountant, New York City. 
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of securities, and in many instances the deductible gifts 
to charities may be materially reduced. In other words, 
the practical administration of the estate will be based 
upon the security values prevailing subsequent to Octo- 
ber and November. So far as the beneficiaries of the 
estates here considered are concerned, the inflated quo- 
tations up to the first part of October were purely theo- 
retical and unobtainable even assuming an expeditious 
administration of the estate. As a consequence an 
estate tax based upon such nominal quotations would 
be founded upon selling prices which do not reflect for 
practical purposes the fair market (and marketable) 
value of the assets of the estate at the time of death. 
The remedy for such an inequitable tax should lie 
in a broad interpretation of the phrase “except where 
such selling prices do not reflect the fair market value.” 
The concept of fair market value of securities must be 
based upon the fundamental principles of investment. 


Principles of Investment 


It is a known fact that when a person begins to 
accumulate a fortune at any time in his life, that thought 
is immediately predicated upon a system of investment. 
The question that immediately comes to mind is, upon 
what basis shall securities be bought and held. The log- 
ical basis would be when buying common stocks, to ascer- 
tain the earnings per share of the stock in mind. This in- 
formation once gained, the individual usually figures 
that any share of common stock is worth so many times 
its earning power in dollars and cents. According to 
leading economists and financial statisticians, about ten 
times the earnings per share reflects its fair value. 
However, this formula, may vary somewhat in the cases 
of some particular fields of industry, whereby future 
prospects of larger earnings through expansion may be 
reflected in the value of common shares. In other 
words, there may be reasonable discounting of future 
prospective profits. 

But human nature being what it is, there enters into 
the security field an element of gambling or speculation. 
It may be safely said that for the past few years this 
element prevailed. Surely this speculative element was 
the greatest factor in the recent inflated market prices 
of securities. When earnings are not taken into con- 
sideration and the sole impulse in trading in securities 
is speculation, and the desire for making quick profits, 
there is no telling to what heights the prices of securi- 
ties can be moved and for that matter, to what depths 
they may be driven. That is to say, that the high 
prices to which many securities were raised during the 
inflation, as well as the low prices to which many se- 
curities were driven in the recent crash of prices in 
October and November, 1929, did not actually reflect 
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the true worth of the securities involved. Many securi- 
ties were moved up to such ridiculously high prices 
which were way beyond their intrinsic values; so also 
many were driven down to-such ridiculously low prices 
that they too, did not reflect the true value of such 
securities. 

This situation was actually created by the fact of a 
great public participation in speculating in stocks on 
margin with borrowed money. This created a much 
overbought long position that was built up on a very 
frail foundation. As there was no relation between 
the intrinsic values of the stocks and the exceedingly 
high stock exchange quotations, the price structure be- 
came topheavy and finally crumpled. 

The fact that after making certain investments the 
prices of the acquired securities fluctuate, does not 
necessarily mean that the purchase was made for specu- 
lation. There are instances where securities have been 
held by individuals for a long period of years and the 
values have enhanced many times the original cost by 
reason of expansion and increased earnings but through 
no speculative intent upon the part of the investor. 

Immediately preceding the recent stock market crash, 
the prices of many securities were so far out of pro- 
portion to the earning power of the common stock that 
for anyone to value them at such quotations would be 
sheer disregard of basic facts. When a share of com- 
mon stock earning $8.00 per share per annum is quoted 
on the stock exchange at $400.00 per share or fifty 
times its earnings, or when another common stock earns 
$4.50 and is quoted at $183.00 per share or forty times 
its earnings, one can readily understand the dispropor- 
tion between the price that the common stock is actually 
worth and the price at which it is quoted. 

It is an admitted principle that when valuing a com- 
mon stock, its real worth should be considered, and 
not what one can get for it in a period of speculative 
inflation, or what one must take for it at a forced sale. 
It is submitted that the prices on the stock exchange 
frequently do not reflect the true value of common 
shares traded thereon. That this was especially true 
during the recent period of inflation is probably gen- 
erally recognized. A substitute for such misleading 
quotations should be found in determining values for 
estate tax purposes. 

To arrive at the true market value of securities of 
common stock a method is suggested as follows: The 
schedule of securities submitted should include all facts 
relating to book value, earnings per share, and all data 
relevant thereto covering a period of time for at least 
two years preceding date of valuation. On the basis 
of the facts found, the average earnings should be de- 
termined and the common stock figured at ten to fifteen 
times its earnings according to the industry. The value 
thus arrived at could be checked against the more nor- 
mal market quotations prevailing after the crash. 

It has come to the writer’s attention recently that 
the tax administration officials of some of the largest 
states in the Union have, on account of the recent stock 
market crash, taken the above method of valuing com- 
mon stocks for inheritance tax purposes under advise- 
ment. They appear to feel that the method heretofore 
used in valuing common stock would hardly be fair to 
the taxpayers in view of the recent inflated quotations 
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and the more recent debacle in open market prices of 
common stocks, and that they would rather value a 
stock on its intrinsic value as of the date of death than 
at the abnormally inflated prices quoted on the various 
stock exchanges. 

The Commissioner of Internal Revenue has an equal 
opportunity fairly to apply the Federal Estate tax. 
Paragraph 2, of Article 13, of Regulation 70, provides 
that “where, as to any particular security, condition of 
sale or ownership are such that a fair market value, 
determined as already indicated, would not afford a 
proper basis for valuation, the Commissioner on final 
audit, will establish the value by considering all relevant 
factors. In any case where the estate contends that the 
value, if established by the general rules already given 
is not the fair market value as of the date of death, the 
evidence upon which it bases its contention should be 
filed with the return.” Although the interpretation of 
this paragraph appears flexible, nevertheless the Com- 
missioner empowered as he is, might at all times em- 
ploy the highest quoted values to suit the best inter- 
ests of the Government. Such an arbitrary attitude in 
valuing the common stocks held by an estate on the 
basis of the inflated quotations ruling on the stock 
exchanges on the day of death, instead of valuing the 
same at their intrinsic worth and true market value, 
would, however, create a great hardship on the heirs 
of the estate, because the sum of money to be paid in 
inheritance taxes to both the state and Federal gov- 
ernments, would deplete the value of the estate to an 
enormous degree, since the taxes to be paid might 
amount to more than half of the true value of the 
estate. 

In view of the broad discretionary power granted in 
the above quoted regulation, however, the taxpayer 
should be afforded consideration according to its flexible 
wording and evident intention. All relevant factors in- 
dicative of value should be considered: Where the 
security prices were grossly inflated at the date of death 
and declined immediately thereafter, is not a market 
value based upon factors of intrinsic worth “the fair 
market” value contemplated by the regulations? 


Secretary Mellon Advocates Flexible 
Income Tax Rates 


HILE the time of the announcement of the Ad- 

ministration’s $160,000,000 tax cut indicated 
that this step was taken primarily in the hope that it 
would be accepted as an expression of confidence in 
the business outlook, Secretary Mellon in his annual 
report to Congress recommended the reduction of in- 
come tax rates for a different reason. 

No prediction was ventured that tax reduction will 
stimulate a business revival or an increase in revenue. 
Secretary Mellon took the sound view that the amount 
of revenue to be expected from income taxes depends 
upon the extent and degree of business prosperity. He 
recommended that Congress as a permanent policy in- 
troduce some element of flexibility in the income tax 
system, so that rates will be promptly reduced when 
revenues exceed fiscal requirements or will be increased 
if a Treasury deficit is threatened. Because of the 

(Continued on page 28) 
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The Consolidated Return — 1929 Model 


By J. Harpy PATTEN* 


PART III 


N concluding the consideration of the articles of the 
new consolidated return Regulations 75, there re- 
mains the examination of the administrative features 

presented in Articles 12 to 18, inclusive. While not of 
as immediate importance as some of the other provisions 
of Regulations 75, which were made the subject of dis- 
cussion in the first and second installments of this arti- 
cle,** those administrative requirements embody many 
fundamental departures from the old practice, and 
should not escape careful study by affiliated corporations 
contemplating the filing of consolidated returns for 
1929 and subsequent taxable years. 


Article 12—Filing Consolidated 
Returns and Other Forms 


For the first time consolidated re- 
turn forms are lifted from their previ- 
ous position of comparative obscurity 
and circled with a halo of importance. 
3y virtue of Article 18 (a), the fail- 
ure on behalf of any member of an 
affiliated group to file any one of the 
forms prescribed by Article 12, after 
notice thereof to the parent corpora- 
tion by the Commissioner, precludes 
the making of a consolidated return 
for the taxable year 1929 and neces- 
sitates the filing of separate returns 
by each affiliate within the group. 

The consolidated return itself is 
to be made by the parent corporation 
and filed in the office of the Collector 
of the parent’s Internal Revenue Col- 
lection District. If the parent corpo- 
ration reports on a calendar year 
basis, then (regardless of report bases 
previously employed by its subsidiaries) the consoli- 
dated return must be made on Form 1120 and filed on 
or before March 15th; if on a fiscal year basis, Form 
1120-A must be employed and filed on or before the 
15th day of the third month following the close of the 
parent’s fiscal year.°** There must be attached to the 
consolidated return: (1) Affiliation Schedules—Ferm 
851 (a revision and abbreviation on one blank of old 
Forms 851, 852, 853 and 853A) ;°* (2) an Authoriza- 
tion and Consent—Form 1122—from each subsidiary 
which is a member of the affiliated group for any part 
of the taxable year for which a consolidated return is 
made; a duplicate original of Form 1122 must also be 
filed for each subsidiary, at or before the time the con- 
solidated return is filed, in the office of the Collector 
for the District prescribed for the filing of separate 





*Attorney at law, New York City. 

52Published in the November and December, 1929, issues of 
this magazine. 

53See Art. 401, Reg. 74. 

54Art. 12 (c). 
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returns ;°° (3) schedule of names and addresses of all 
corporations included in the return; (4) supplementary 
and supporting schedules and statements of gross in- 
come, deductions, intercompany transactions, etc., in 
columnar form, including a reconciliation of surplus 
for each corporation and a reconciliation of the consoli- 
dated surplus; and (5) consolidated balance sheets as of 
the beginning and close of the taxable year.*® 

The new Form 1122 incorporates the principal ques- 
tions of old Form 1122, which was solely an information 
return of an affiliated corporation. In addition the sub- 
sidiary executing the new Form 1122 authorizes the 
parent to make a consolidated return 
on its behalf, and “consents to and 
agrees to be bound by the provisions 
of Reg. 75.” Both the consent and 
the authorization are not only appli- 
cable to the taxable year for which 
the executed form is filed but for each 
year thereafter that a consolidated 
return must be made under the provi- 
sions of Article 11 (a). It is to be 
particularly noted that both Forms 
1122 and 851 are made a part of the 
consolidated return. 

Article 12 (e) is a warning to those 
groups that sell a controlling interest 
in a subsidiary’s stock to outsiders 
during a consolidated return period. 
Since all corporations which have 
been members of the group during 
any part of the taxable year of the 
parent must execute Form 1122,°" 
cases may arise where the new con- 
trolling interest of a departed sub- 
sidiary might refuse to execute Form. 
1122, thus barring the filing of a consolidated return by 
the other corporations continuing in the affiliated group. 
That situation can be avoided if the parent secures the 
execution of Form 1122 prior to the subsidiary’s leav- 
ing the group or if the subsequent timely execution of 
Form 1122 is guaranteed the parent when the new con- 
trolling interest acquires the stock of the departing 
subsidiary. 


Article 13—Change in Affiliated Group During 
Taxable Year 


Prefaced by a parenthetical statement that Article 13 
does not bear upon the question as to whether a consoli- 
dated return may or must be filed, subdivision (a) re- 
cites the general rule that a consolidated return must 
include the income of the parent and of each subsidiary 
for the group’s entire taxable year. The taxable year 

S5Art. 12 (b). 


56The requirements of (3), (4) and (5) are prescribed by 


oe iy (b) and instructions 39, 40 and 41 of Forms 1120 and 
1120A 


S7Art. 1 (a). 
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of an affiliated group is, according to the language of 
Article 14, considered to be the same as the taxable year 
of the parent corporation., If an affiliated group is 
formed after the beginning of the taxable year of the 
parent corporation or is terminated prior to the close 
of the taxable year of the parent, the consolidated 
return must include the income of the parent for its 
entire taxable year and of each subsidiary for the period 
it is affiliated. (Article 13 (b) and (c).) When a 
corporation during its particular taxable year becomes 
or ceases to be a member of an affiliated group during 
the taxable year of the corporation which becomes the 
parent, the consolidated return must include the income 
of such corporation for the period during which it is a 
member of the group (Article 13 (d) and (e)), while 
a separate return must reflect its income for the period 
not included in the consolidated return. (Article 
13 (g).) 

Prior to 1925, when two corporations became affil- 
iated or ceased to be affiliated during a taxable year, the 
Commissioner required but two returns—one separate 
and one consolidated. In that year the Commissioner 
acquiesced in a leading decision of the Board®* which 
held that where two corporations became affiliated on 
July 1, 1919, three returns were necessary—one for 
each of the companies to date of affiliation and a con- 
solidated return for the remainder of the year. Subdi- 
visions (a), (d) and (g) of Article 13, now revive 
the practice in vogue prior to 1925 and permit the 
filing of two returns—one consolidated, including the 
income of the parent for its entire taxable year plus the 
income of the subsidiary from the time it becomes affil- 
iated or before the date it ceases to be affiliated, and one 
separate, including the income of the subsidiary for the 
unaffiliated portion of its taxable year. The simplicity 
of the new procedure contemplated under Article 13 is 
commendable. It reduces the administrative difficul- 
ties which encumbered the application of the old Board 
rule and minimizes the troublesome practice of appor- 
tioning the total taxable income to the periods before 
and after affiliation. In addition, the application of the 
changes effected by Article 13, will, in some instances, 
have an indirect bearing upon the consolidated net 
income. 

To illustrate the change just discussed, assume that 
Corporation P, the parent, purchased on July 1, 1929, 
for $90,000 all of the stock of company S, which had 
sustained net losses of $40,000 for the calendar year 
1928 and $20,000 for the first half of 1929. A con- 
solidated return is filed by P and S for 1929. P’s books 
reflect a taxable net income of $70,000 for that year, 
$45,000 allocable to the period prior to affiliation— 
January 1 to July 1, 1929—and $25,000 attributable to 
the period subsequent to affiliation—July 1 to December 
31, 1929. S, reporting on a calendar year basis, pro- 
duces a net income of $5,000 for the affiliated period 
from July 1 to December 31, 1929. If the Board’s 

58American La Dentelle, Inc., and Manorial Development Corp., 
Dec. 211, 1 B. T. A. 575; Acq. IV-2 C. B. 1 To the same 
effect see The Sweets Co. of America, Inc., et al., Dec. 4224, 
12 B. T. A. 1285, (on appeal to Cire. Ct. Appeals, 2nd Circ.) ; 
Trustees for Ohio and Big Sandy Coal Co., et al., Dec. 4844, 15 
B. T. A. 273; Acq. VIII-1 C. B. 36; and Green River Distilling 
Co., Dec. 5136, 16 B. T. A. 395. See Art. 733, Reg. 74, and Art. 
634, Reg. 69. See also Automatic Fire Alarm Co. of N. Y., et al., 
Dec. 4495, 13 B. T. A. 1195; Acq. VIII-31-4290; and Hutt Con- 


tracting Co., et al., Dec. 5489, 17 B. T. A. 818, where the Board 
distinguished its holding in the American La Jentelle case. 
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rule, as outlined in the previous paragraph, had been 
incorporated in Article 13, in lieu of the present pro- 
visions, two separate returns and one consolidated ,re- 
turn would have been required, with the result that only 
$30,000 of S’s 1928 and 1929 (January 1, to July 1), 
$60,000 net losses could be carried forward under 
Article 41 (c) as a deduction in reducing to zero the 
$30,000 consolidated net income for the affiliated period. 
It must be remembered that under the Board’s rule 
the $45,000 net income of P for the first part of the 
year 1929 would be taxable in its entirety and could not 
be reduced by any part of S’s 1928 or 1929 net losses. 
Even assuming that P and S report a consolidated net 
income of $35,000 for the taxable year 1930, $10,000 
of S’s $60,000 prior taxable year net losses would still 
be unavailable as a deduction from 1930 consolidated 
net income®*® and, therefore, lost forever to S and the 
affiliated group of which it is a member. 

By applying the rules spelled out in Article 13, P 
would file one return for its taxable year—the calendar 
year 1929—including P’s total 1929 income of $70,000 
and the $5,000 income of S earned from July 1 to De- 
cember 31. (Article 13 (a) and (d).) On March 15, 
1930, S would file a separate return for the period Jan- 
uary 1 to July 1, 1929 (Article 13 (h)), and report 
therein its net loss of $20,000 sustained during that 
“taxable year.” (Article 41 (d) and 13 (g) and (h).) 
Inasmuch as Article 41 (c) treats the consolidated net 
income of $75,000 as the net income of S for net loss 
purposes, the $60,000 net loss of S for prior taxable 
years ($40,000 for 1928 and $20,000 for the first half 
of 1929) will be allowable as a deduction in reducing 
the consolidated net income from $75,000 to $15,000. 
Thus, instead of P’s paying a tax on a 1929 net income 
of $45,000, as it would if the previously discussed theory 
of the Board were applicable, the adoption of the ad- 
ministrative procedure under Article 13 results in a 
1929 tax based on a consolidated net income of only 
$15,000.%° 


Articles 15 and 16—Liability for Tax—Parent 
Agent for Subsidiaries 


The provisions of these two articles are sufficiently 
interwoven as to merit joint consideration. They pre- 
sent a radical but commendable departure from the Com- 
missioner’s past practice of dealing with affiliated groups 
and the assertion, assessment and collection of an orig- 
inal or deficiency consolidated tax liability. Problems 
involving the proper allocation of assessments, defi- 
ciencies, penalties, interest, refunds and credits among 
members of a consolidated return group have always 
been a source of dispute between the Commissioner 
and affiliated corporations filing consolidated returns.* 





59Net losses can be carried forward for only two taxable years. 
Sec. 117 (b), 1928 Act. Hence, while $30,000 of the $40,000 
net loss of S for 1928 would wipe out the consolidated net 
income for the last half of 1929 of $30,000 (Art. 41 (c)), the 
remaining $10,000 of the net loss could not be carried forward 
to 1930, although S’s $20,000 net loss for the first half of 1929 
could -be used to reduce the 1930 consolidated net income from 
$35,000 to $15,000. 

60This example is used more for the purpose of illustrating 
Art. 13, since, even under the old Board rule, the net income of 
P and §S for the last part of 1929 would ordinarily be sufficient 
to absorb the two prior year net losses of S. When two corpora- 
tions file a consolidated return for the first part of the parent’s 
taxable year and, after severance of affiliation, separate returns 
for the remainder of the year, problems might arise somewhat 
similar to that illustrated in the text. 

(Footnote 61 at foot of next page) 
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Article 16 (a) now precludes the recurrence of such 
questions in the future by providing that the parent cor- 
poration, as the ‘“‘agent’” of the affiliated group, shall 
act for and represent each member thereof in all matters 
relating to the consolidated tax. Hereafter, the Com- 
missioner will deal solely with the parent corporation. 
He will not concern himself with the settlement and 
adjustment of tax problems within the affiliated group. 
These questions must be decided by intercompany agree- 
ment. One of the outstanding features of the agency 
doctrine is that it is applicable whether or not a con- 
solidated return is made for any subsequent taxable 
year, and whether or not one or more subsidiaries have 
become or have ceased to be members of the group at 
any time. Article 16 (c) provides further that if the 
parent corporation is to be dissolved or its existence 
terminated, it shall so notify ‘the Commissioner and 
designate another agent to act as agent in its place. 
If no such notice or designation has been received by 
the Commissioner, and he has reason to believe that the 
existence of the parent has terminated, he may ignore 
the agency doctrine and deal directly with any member 
of the affiliated group in respect of its liability. 


Turning now to the consideration of the vital question 
of liability for the tax (computed upon the consolidated 
net income), Article 15 (a) states that the parent cor- 
poration and each subsidiary, which is a member of the 
affiliated group during any part of a consolidated return 
period, shall be severally liable for the entire amount of 
both the original and deficiency taxes. Article 15 (b) 
excepts from this rule the liability of a subsidiary for 
a deficiency tax, where, by reason of a bona fide sale of 
stock for fair value, that subsidiary had ceased to be 
a member of an affiliated group prior to the date upon 
which such deficiency is assessed, other than by jeopardy 
assessment. Under this exception Article 15 (b) limits 
the deficiency liability of such a subsidiary to an amount 
equal to that part of the deficiency as may be allocable 
to it upon the basis of the consolidated net income 
properly assignable to it. This principle of limited 
liability is, of course, inapplicable where the cessation 
of a subsidiary’s membership in an affiliated group is 
occasioned other than by a bona fide sale of stock for 
fair value; for example, by the dissolution or other ter- 
mination of the existence of the parent company. The 
contemplated procedure outlined in Articles 15 and 16 
involving the assertion, assessment and collection of a 
deficiency tax liability, including the effect of the with- 
drawal from the group of a subsidiary under Article 
16 (b), can best be explained through the medium of 
an illustrative case. 

P, the parent company, owning all of the stock of 
subsidiaries S-1, S-2 and S-3, files a consolidated return 
on March 15, 1930, for the calendar year 1929 for all 
four corporations. On the basis of the consolidated net 
income, P, as agent for the group (Article 16 (a)), 

61See, for example, I. T. 1887, II-2 C. B. ae S. M. 1549, 
III-1 C. B. 301; GC. M. 3910, VII-1 C. B. 258; G. OC. M. 4533, 
VII-2 C. B. 329; Mather Paper Co., Dec. 1024, 3 'B. T. A. a; 
Acq. VI-1 C. B. 4; Cincinnati Mining Co., Dec. 2793, $.3.. TF. A. 
79; Acq. VII-1 C. B. 6; American Creosoting Co., Inc., et al., Dec. 
4021, 12 B. T. A. 247; Hssex Coal ey =, 178, 12 B. T. A. 994; 
Oilbelt Motor Co., Dec. 5218, 16 B. 831. Co. v. 
Jewett i? & Brooks Coal Co., me al. (E. Ky.), 26 Fed. 
(and) 503; Swift & Co. v. U. 8. (Ct. Cls., ome 18, 1929), 


merit) Standard Fed. Tax Service, Vol. III, Par. D-9141. 


ire yt involving these questions are now pending in the 
Federal Courts. 
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pays a $100,000 original tax, of which $50,000 is prop- 
erly assignable to P, $30,000 to S-1, $15,000 to S-2 and 
$5,000 to S-3. Subsequently, on January 2, 1931, P 
effects a bona fide sale for “fair value” of all of the 
stock of S-1 to a third party. On March 1, 1931, the 
Commissioner mails to P, as agent of the group, a 
sixty-day deficiency letter detailing an additional 
$200,000 consolidated tax liability for 1929. An appeal 
therefrom is taken to the Board of Tax Appeals by the 
parent (agent) corporation, P. The Board’s decision, 
affirming the Commissioner’s determination, becomes 
final on June 1, 1932, and a $200,000 assessment is 
immediately levied by the Commissioner in the names 
of P, S-1, S-2 and S-3. (Article 16 (a).) Thereafter, 
S-2 ceases to be a member of the group, leaving only 
P and S-3 affiliated. Distraint proceedings against P 
result in collection of but half of the assessment, or 
$100,000. By virtue of Article 15 (a) the assets of 
S-3 can also be distrained for the remaining 1929 
additional assessment of $100,000, in spite of the fact 
that the pro rata share of the liability of S-3 does not 
exceed $10,000, or that S-3 has been affiliated with the 
group for only two months of the latter’s taxable year. 
Assume, however, that no more than $20,000 can be 
collected from S-3. Can the remaining $80,000 unpaid 
consolidated deficiency be collected from S-1 and S-2, 
which have long since ceased to be members of the 
group? 

Since the withdrawal of S-1 from the group occurred 
on January 2, 1931, prior to the deficiency assessment 
of June, 1932, its liability, according to Article 15 (b), 
is limited to that part of the $200,000 deficiency as is 
allocable to S-1 upon the basis of its proportion (30% ) 
of the consolidated net income, properly assignable to it, 
or $60,000. If, under the provisions of Article 16 (b), 
S-1 had given the Commissioner thirty days’ notice, 
prior to the mailing of the deficiency letter to P, that it 
was terminating the agency of P, then the Commis- 
sioner would have been compelled to mail a separate 
$60,000 deficiency letter to S-1 before assessing its 
liability. Thus, S-1 may avail itself of the right to an 
independent review before the Board of the Commis- 
sioner’s determination of its pro rata share of the 
$200,000 additional tax. Subsidiary S-2 remains liable 
for the entire deficiency of $200,000, since its with- 
drawal from the group in 1932 was not occasioned until 
after the additional assessment had been made. Never- 
theless, S-2 may invoke the last clause of Article 15 (b) 
and refuse payment of the deficiency, or any part 
thereof, unless it is assured that the Commissioner has 
determined that the tax could not be collected from the 
remaining members of the group, P and S-3. It is 
hardly necessary to mention that purchasers of the con- 
trolling interest of the stock of a subsidiary, which has 
joined in the making of a 1929 or subsequent taxable 
year consolidated return, should, if necessary, protect 
themselves by adequate provisions in the contract of 
sale against the possibility of the payment by that cor- 
poration of a prior year consolidated tax liability. 


Article 17—Waivers 


Article 17 (a) extends to waivers the doctrine of 
agency of the parent corporation which has just been 
considered in relation to Article 16 (a) and (c). An 





16 THE NATIONAL INCOME TAX MAGAZINE 


assessment or collection waiver®* (consent) given by 
the parent, in respect of a tax for a consolidated return 
period, is made applicable to (1) each corporation 
which was a member of the affiliated group during any 
part of such period, and (2) to each corporation which 
filed Form 1122 or which joined in the making of the 
consolidated return for such period, even though it is 
subsequently determined (by the Commissioner, the 
Board or a Court) that such corporation is not a mem- 
ber of the group. 

Subdivision (b) of Article 17 provides that if a 
separate waiver is accepted from a corporation classi- 
fiable under (2) of subdivision (a), an additional 
waiver must also be obtained from the parent corpo- 
ration, unless the Commissioner is dealing directly with 
such corporation to enforce its liability. For example, 
P, S-1 and S-2 on March 15, 1930, file a consolidated 
return for the calendar year 1929. The Commissioner 
determines that S-2 is not affiliated with P and S-l, 
and on March 14, 1932, accepts a two year waiver from 
S-2 after computing its income on a separate return 
basis. If within the two year statutory period,®* as 
extended by the waiver, a deficiency letter is mailed 
to S-2 in April, 1933, and on appeal therefrom a final 
decision of the Board in 1934 holds S-2 to be affiliated 
with P and S-1, the Commissioner would be barred 
from asserting an additional deficiency against the 
affiliated group of P, S-1 and S-2,°* unless he had also 
obtained a waiver from P at or before the time the 
waiver was accepted from S-2. 

In dealing with the general subject of the statute of 
limitations and consolidated returns, further reference 
should be made to Section 141 (i) of the Revenue Act 
of 1928. It is there provided that where a deficiency 
notice is mailed to a corporation, the suspension of the 
running of the statute of limitations (under Section 
277 of the Act), pending an appeal therefrom to the 
Board, is applicable to each corporation which joined 
in the making of a consolidated return with such cor- 
poration for the taxable year in question. 


Article 18—Failure to Comply with Regulations 


It is to be expected that in the first years of filing 
consolidated returns under the new provisions of Sec- 
tion 141 of the Act and Regulations 75 some incorrect 
returns will be made. The evident purpose of Article 
18 is to adjust such returns in accordance with the re- 
quirements of the law and the regulations, to the end 
that affiliated groups will not be unnecessarily penalized 
for the making of erroneous returns. Reference has 
already been made to Article 18 (a) in connection with 
the filing of the consolidated return forms prescribed 
by Article 12. The failure to file such forms or the 
failure to include the income of any subsidiary in the 
consolidated return, after notice thereof to the parent 
corporation, will necessitate the filing of separate re- 
turns for each corporation within the affiliated group, 
unless such income is included or such forms filed within 
the period prescribed in such notice. Even though the 
required forms are not filed or the income of any sub- 
sidiary is not included in the consolidated return made 


62See Sect. 276 (b), 1928 Revenue Act. 

638See Sect. 275 (a), 1928 Revenue Act. 

64The two year statutory period within which to assess the tax 
against the groups expires on March 15, 1932. 
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for a second taxable year (and a consolidated return has 
been filed for the first taxable year), Article 11 (a) 
makes mandatory the filing of a consolidated return 
for such second taxable year.*° If Form 1122 is filed 
by any corporation, pursuant to notice under Article 
18 (a), it is pointed out in Article 18 (d) that such 
corporation shall be considered to have joined in the 
making of the consolidated return for “all purposes.” 
With respect to the taxable year 1929 (or any subse- 
quent taxable year, provided consolidated returns have 
not been filed theretofore under Section 141 and Regu- 
lations 75), it must not be forgotten that the making 
of consolidated returns in lieu of separate returns is a 
privilege granted anew for that year. If any subsidiary 
of an affiliated group does not desire to exercise that 
privilege it can force each member of the affiliated group 
to file separate r-turns by its refusal to execute the 
authorization and consent—Form 1122. Under no cir- 
cumstances can Form 1122 be executed (for the first 
taxable year of filing consolidated returns) by the 
parent corporation or a subsidiary different than the 
one to which it relates,®°* or can the Commissioner, the 
Board or the Courts effect its execution, either by direc- 
tion or implication. 

Article 18 (b) indicates that the Commissioner fore- 
sees the incorrect inclusion of a corporation in a consoli- 
dated return as the parent corporation, which, under the 
language of Section 141 of the Act, is not the parent. 
Such an error may be due to the existence ofa “grand- 
parent” (which would properly be the “common par- 
ent” under Section 141 (d)) or a break in the chain 
of affiliation on account of the lack of ownership by 
the alleged parent of 95% of the stock of at least one 
other corporation. In any event,.separate returns must 
be filed by all members of the group, unless, upon 
application, the Commissioner approves the making of a 
consolidated return by the remaining members of the 
affiliated group or unless under Article 11 (a) a con- 
solidated return is required. Such an approval could 
be granted, of course, only if an “affiliated group” actu- 
ally exists within the ambit of that term as defined in 
Section 141 (d). 


Miscellaneous Consolidated Return Provisions 


In addition to the provisions of Section 141 of the 
Act and the articles of Regulations 75 made the subject 
of consideration in the three installments of this paper, 
there are several scattered miscellaneous consolidated 
return provisions which merit examination. With the 
exception of Section 45 of the Act the matters referred 
to are wholly interpretative of Section 141, and in that 
respect are distinguishable from the previously discussed 
provisions of Regulations 75, which are legislative in 
character. Special care should be exercised not to con- 
fuse Articles 731 to 735, inclusive, of Regulations 74, 
with other 1929 and subsequent taxable year consoli- 

65The authorization and consent of Form 1122 are not only 
applicable to the first taxable year for which consolidated re- 
turns are filed, but for “each taxable year thereafter that a 
consolidated return must be made under the provisions of Article 
11 (a) of Regulations 75.” For the effect of a separate return 
where a consolidated return is required for a second taxable 
year (and a consolidated return has been filed under the new 
law and regulations for the first taxable year), see Art. 11 (b). 

66Art. 12 (d) provides that: ‘Each return or form required 
to be made or prepared by a corporation must be sworn to by 


the persons then qualified to swear to a separate return of such 
corporation.” 
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dated return requirements. The rules and procedure 
prescribed in those articles have no bearing on corpo- 
rations filing consolidated returns for 1929, but relate 
solely to the interpretation of Section 142 of the Act 
and are applicable only to consolidated returns made for 
the taxable year 1928. : 


Article 2, Regulations 75—Definitions. This Arti- 
cle, which is divided into six subdivisions, defines the 
term “Act,” “Consolidated Return Period,” ‘“Subsidi- 
ary” and “Tax” in relation to their use in Regulations 
75 (Article 2 (a), (c), (d) and (e) ) ; assigns to certain 
common terms in Regulations 75 the same definitions 


incorporated in the Act (Article 2 (f)); and, without , 


attempting to say what constitutes an “affiliated group,” 
restates in abbreviated form the types of corporations 
which, under Section 141 (e), (f) and (g), are not to 
be included within the meaning of that term, and, there- 
fore, not permitted to join in the filing of a consolidated 
return. (Article 2 (b).) Only domestic corporations 
can make a consolidated return.** If one domestic com- 
pany owns all of the stock of two other domestic and 
two foreign corporations a consolidated return can be 
filed only by the three domestic corporations. Neither 
a “China Trade Act’”® nor a “Section 251’ corpora- 
tion is to be considered as a domestic corporation. 
Likewise, an insurance company subject to the tax 
imposed by Section 201 or 204 cannot be included in 
the same consolidated return with a corporation sub- 
ject to the tax imposed by Section 13.7° However, this 
does not mean that two or more insurance companies 
cannot make a consolidated return, provided they meet 
the tests of affiliation. By reading Article 2 (f) in 
connection with Article 2 (b) it is seen that an “‘associa- 
tion”’? taxable as a corporation may be included in a 
1929 or subsequent taxable year consolidated return. 


Article 3, Regulations 75—Applicability of other 
Provisions of Law. Apparently, Regulations 75 do 
not purport to cover all consolidated return problems. 
For example, no special treatment is accorded the ques- 
tions pertinent to bond discount and premium,” or the 
crediting of a 1928 overassessment against a 1929 defi- 
ciency where separate returns are filed for 1928 and a 
consolidated return for 1929. The drafters of Regu- 
lations 75 are not infallible and it is not at all unlikely 
that some cases will involve consolidated return prob- 
lems which were not foreseen at the time those regula- 
tions were written. The fact that the authors of Regu- 
lations 75 anticipated the possibility of such cases 
arising in the future is evidenced by the language of 
Article 3. It is there provided that: “Any matter in 
the determination of which the provisions of these 
regulations are not applicable shall be determined in 
accordance with the provisions of the Act or other law 
applicable thereto.” Certainly Article 3 should not be 
construed to exclude any reasonable interpretation of 





Ma one exception to this rule is contained in Art. 714, 
eg. 74. 

68See Sect. 261, 1928 Revenue Act. 

69Under Sect. 251, 1928 Revenue Act, corporations deriving a 
large percentage of their income from sources within a possession 
of the U. S. and meeting the requirements of that section are 
yxed only upon gross income received from sources within the 
. 8. 


70See G. C. M., 5609, VIII-1 C. B. 186. 

71See Art. 1311 and 1312, Reg. 74. 

72For instance, where bonds, issued at a discount or premium 
by one member of a consolidated return group, are owned by 
another member of the same group. 
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Regulations 75. For instance, it would appear that 
if it is found that the net loss rules of Article 41 do not 
specifically cover a particular set of facts, there would 
be no reason to resort to the Act or other law if by the 
application of two or more paragraphs of that article 
a fair and adequate interpretation can be seized upon as 
a basis of disposition of the case at hand. 


Articles 711-715, Regulations 74. With one excep- 
tion’® these articles enlarge upon parts of the subject 
matter set forth in Section 141. Article 711 is purely 
educational, while Article 712 lays down the obvious 
rule that an “affiliated group” is formed at the time the 
common parent corporation becomes the owner directly 
of at least 95% of the stock of another ‘corporation. 
That article also states that membership in an affiliated 
group begins at the time one or more members thereof 
become the owners directly of at least 95% of another 
corporation’s stock and ceases when the aggregate of 
that stock, owned directly by the members of the group, 
becomes less than 95%. Article 713 is almost identical 
with Article 2 (b) of Regulations 75 (supra) ; Article 
714 is a relief measure with a limited and narrow appli- 
cation; and Article 715 prescribes that in case the con- 
solidated net income does not exceed $25,000, only one 
specific credit of $3,000 shall be allowed against such 
income,** regardless of the number of corporations 
comprising the affiliated group. 


Section 45—Allocation of Income and Deductions. 
No discussion of consolidated returns would be com- 
plete without at least a passing reference to Section 45 
of the 1928 Act, which is no more than a broadened 
and clarified rewrite of Sections 240 (d) of the 1921 
and 1924 Acts and 240 (f) of the 1926 Act. Section 
45 states that when two or more trades or businesses 
are owned or controlled by the same interests, the 
Commussioner is authorized to distribute, apportion or 
allocate gross income or deductions between or among 
them, if he determines that such distribution, apportion- 
ment or allocation is necessary in order to prevent eva- 
sion of taxes or clearly to reflect the income of such 
trades or businesses. While space does not permit a 
lengthy consideration of that section, it is wise to con- 
sider the possibilities of its application to affiliated cor- 
porations filing consolidated returns. There is no reason 
why Section 45 cannot be availed of by the Commis- 
sioner as a means of apportioning gross income or de- 
ductions among the different members of a 1929 or 
subsequent taxable year consolidated return group if he 
believes that taxes would be evaded if such an appor- 
tionment were not made. It could be employed, for 
example, where there has been an inter-manipulation of 
accounts or a shifting of income between the members 
of an affiliated group which does not result in a clear 
reflection of the income of the corporations involved. 
Any plan to evade or even avoid taxes by the use of an 
ingenious scheme not specifically guarded against in 


(Continued on page 34) 


73Art. 714, Reg. 74. 

74See Sect. 26 (b), 1928 Revenue Act. 

75The Report of Finance Committee on the Revenue Bill of 
1928 (S. Rept. No. 960, 70th Cong., 1st sess., pg. 24), states that 
“Section 45 is * * * broadened considerably in order to afford 
adequate protection to the Government.” The tax evasion which 
that Report indicates will be prevented by Sect. 45 is that effected 
“by the shifting of profits, the making of fictitious sales, and 
other methods frequently adopted for the purpose of ‘milking’.” 



































































Tax-Exemption of Compensation 
Received from States 


By Georce T. ALTMAN* 


HE income received from services rendered the 

states and their political subdivisions bids fair to 

become a constant annoyance to the U. S. Board 
of Tax Appeals and the Federal courts on the issue of 
the power of Congress to tax such income. A study 
of the decisions rendered under the various income tax 
laws reveals an attempt to prevent the limits on the tax- 
ing power of Congress from being narrowed by the 
ever-broadening scope of state activities. And as that 
scope is broadening, so, too, the number of cases is 
increasing. 

Most of the cases which have thus 
far been decided have avoided the 
constitutional question because the in- 
come received by an individual as 
compensation for personal services as 
officer or employee of a state or po- 
litical subdivision thereof was exempt 
from the Federal income tax up to 
January 1, 1925, by provision of the 
taxing statute itself. This exemption 
was contained in the War Revenue 
Act of 1917 under §201 (a) (40 
Stat. at 303) as follows: 

This title shall apply to all trades or 
businesses of whatever description, whether 
continuously carried on or not, except— 

(a) In the case of officers and employees 
under the United States, or any State, 
Territory, or the District of Columbia, or 
any local subdivision thereof, the compen- 
sation or fees received by them as such 
officers or employees. * * * 

The Revenue Act of 1918 omitted 
this exemption, and left to the courts 
the duty of determining whether the 
income received by an individual as officer or em- 
ployee of a state or political subdivision thereof could 
be taxed by the Federal Government. But the Attor- 
ney-General intercepted the move of Congress and 
rendered an opinion effectively continuing the exemp- 
tion, as to the compensation of officers and employees 
of states and their political subdivisions, contained 
in the War Revenue Act of 1917. (T. D. 2843, 
dated May 17, 1919.) That opinion, however, was 
later restricted by the Treasury Department to com- 
pensation received in connection with an essential gov- 
ernmental function——Sol. Op. 152, II-2 C. B. 93. As 
a consequence of this restriction litigation began to 
develop, and to relieve the taxpayers who had relied 
upon the opinion of the Attorney-General as issued, 
the Revenue Act of 1926 included a retroactive pro- 
vision extending the exemption contained in the War 
Revenue Act of 1917, as to the compensation of 
officers and employees of states and their political 
subdivisions, to the revenue acts of 1918, 1921, and 


*Certified Public Accountant, Chicago. 
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1924. That retroactive provision (44 Stat. 130) was f 


as follows: 


Sec. 1211. Any taxes imposed by the Revenue Act of 1924 or 
prior Revenue Acts upon any individual in respect of amounts 
received by him as compensation for personal services as an 


officer or employee of any state or political subdivision thereof 


(except to the extent that such compensation is paid by the 

United States government directly or indirectly), shall subject 

to the statutory period of limitations properly applicable thereto, 
be abated, credited, or refunded. 

Thus, up to January 1, 1925, compensation received 

by an individual as officer or employee of a state or 

political subdivision thereof, was ex- 

empt by statute provision. In any 

case, therefore, in which the com- 

pensation was found to be within the 

class thus exempted, the constitutional 

question of the limit of the federal 

taxing power was not involved. In 

this category are included numerous 

cases involving exempt compensation 

received by attorneys in the service of 

states and their political subdivisions. 


Examining first the law as applied inf 


the decisions of the U. S. Board of 
Tax Appeals, we find included in the 
above category the following in- 
stances: Byers v. Commissioner, 8 


B. T. A. 191; Kaufman, et al., v.f 


Commissioner, 9 B. T. A. 1180; Mar- 
tin v. Commissioner, 12 B. T. A. 267; 
Livezey v. Commissioner, 15 B. T. A. 
806; McDonough v. Commissioner, 
16 B. T. A. 556; McIntosh v. Com- 
missioner, 17 B. T. A— (July 24, 
1929) ; Young, et al., v. Commission- 
er, 17 B. T. A— (July 25, 1929). In all of these cases 
the compensation found to be exempt was received prior 
to January 1, 1925, and the status of officer or em- 
ployee was held to obtain. The income was exempt 
by statute provision; the constitutional question was 
not material. 


In cases, however, where a negative decision was 
reached on the question of status as officer or employee, 
the statutory exemption was removed, but the constitu- 
tional exemption could still remain. Nevertheless, in 
all the cases decided by the U. S. Board of Tax Appeals, 
the constitutional exemption seemed to follow the statu- 
tory exemption. Where the status of officer or em- 
ployee was found not to exist, the compensation was 
always declared non-exempt. Appeal of Gordon, 5 
B. T. A. 1047; Freeling v. Commissioner, 7 B. T. A. 
1238; Laurent, et al., v. Commissioner, 12 B. T. A. 474; 
Reed v. Commissioner, 13 B. T. A. 513; Haight v. 
Commissioner, 14 B. T. A. 844. It seems to be the 
position of the U. S. Board of Tax Appeals that unless 
the individual is an officer or employee he cannot be 
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such an instrumentality of the state as to be exempt 
under the constitutional limitation on the federal taxing 
According to their decisions, therefore, the 
constitutional limitation was completely contained in the 
statutory limitation, so that compensation which was 
outside of the latter was necessarily outside of the 
former. 

Although the statutory limitation, as embodied in 
Section 1211 of the Revenue Act of 1926, supra, does 
not apply after January 1, 1925, the decisions of the 
U. S. Board of Tax Appeals covering 1925 and subse- 














} quent years throw no additional light on the question 
) of the constitutional limitation. 





In Strickland v. Com- 
missioner, 16 B. T. A. 419, in which the years 1923 
| to 1926, inclusive, were involved, the compensation re- 
ceived during the entire period was held exempt on the 
ground that the taxpayer was an employee of the po- 
litical subdivision of a state. Again, in Young et al., 
v. Commissioner, supra, the compensation, in 1926, of 
a receiver appointed by a state court was held, by way 
of dictum, to be non-exempt on the ground that a 
receiver was not an officer or employee of the state. 
Thus far, then, the U. S. Board of Tax Appeals has 
not really met the issue on the question of the consti- 
tutional limitation. . 
The Treasury Department, however, reaching back 
to Solicitor’s Opinion 152, supra, has rendered its own 
interpretation of the limits of the federal taxing power 
with regard to compensation received from a state. In 
5 article 643 of Regulations 74 it provides that:: 
Compensation received for services rendered to a State or 
political subdivision thereof is included in gross income unless 
' (a) the person receives such compensation as an officer or 
» employee of a State or political subdivision, and 
(b). the services are rendered in connection with the exer- 






















:,[— cise of an essential governmental function. 






} Provision (a) of the above regulation is precisely the 
same as the statutory limitation contained in Section 
1211 of the Revenue Act of 1926, supra. But provision 
(b) restricts that limitation to precisely the same extent 
as Solicitor’s Opinion 152 restricted the opinion of the 
Attorney-General as announced by the Treasury De- 
partment in T. D. 2843, May 17, 1919, supra. 

Thus the situation is complicated once more by the 
question as to what is an essential governmental func- 
tion. The very subject-matter of Solicitor’s Opinion 
152, the operation of a street railway, which was there- 
in held to be the exercise of a non-essential govern- 
mental function,.was considered in Frey v. Woodworth, 
2 Fed. (2d) 725, to be the exercise of an essential gov- 
ernmental function. 

Turning, then, to the decisions of the federal courts, 
we find the situation even more complicated. In Blair, 
Commissioner v. Matthews, 29 Fed. (2d) 892, the 
Circuit Court of Appeals, Fifth Circuit, found the com- 
pensation within both provisions of Article 643, supra, 
although the first would have been sufficient, because 
the year involved was prior to January 1, 1925. In 
Howard v. Commissioner, 29 Fed. (2d) 895, however, 
the same court relied solely on the basis contained in 
provision (b) of Article 643; that is, the court held the 
compensation exempt on the one ground that the serv- 
ices were rendered in connection with the exercise of an 
essential governmental function. The taxpayer in this 
m case was clearly not an officer or employee, and the 
court made no pretense of holding that he was. Article 
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643 requires that both provisions be fulfilled, and the 
decisions of the U. S. Board of Tax Appeals discussed 
above consider the satisfaction of provision (a) a sine 
qua non of exemption. The decision in Howard v. 
Commissioner, supra, is thus a definite disapproval of 
the position taken by both the Treasury Department and 
the U. S. Board of Tax Appeals, and extends the limi- 
tation on the federal taxing power to cover any services 
rendered to a State or political subdivision thereof in 
connection with the exercise of an essential govern- 
mental function. In Reed v. Commissioner, 33 Fed. 
(2d)—(July 25, 1929), the Circuit Court of Appeals, 
Third Circuit, reversing the decision of the U. S. Board 
of Tax Appeals, followed essentially the same basis as 
that used in Howard v. Commissioner, although it made 
a weak pretense of relying on provision (a) of Article 
643; as embodied in Section 1211 of the Revenue Act 
of 1926. 

But the circuit courts of appeals have not been con- 
sistent. In United States v. King County, Wash., et al., 
281 Fed. 686, the Circuit Court of Appeals, Ninth Cir- 
cuit, considered the operation of a ferry an essential 
governmental function on the theory that the ferry was 
an extension of the highway, and that the construction 
and maintenance of highways was an essential govern- 
mental function. The Court quoted~McQuillin on 
Municipal Corporations, vol. 1, § 227, p. 514, in part 
as follows: 


The use of streets is designed for the public at large, as dis- 
tinguished from the legal entity known as the city, or municipal 
corporation. The management of highways may be charac- 
terized as municipal duties relating to governmental affairs. 
During the early periods of English history the highways were 
laid out and constructed directly by the government. The gov- 
ernment assumed the immediate and sole management of them, 
and this was recognized as an essential governmental function. 
In this country the control of highways is primarily a state 
duty. They are everywhere maintained for the use of the 
public at large. “To the commonwealth here, as to the king 
of England, belongs the franchise of every highway as a trus- 
tee for the public, and streets regulated and repaired by the 
authority of a municipal corporation are as much highways as 
are rivers, railroads, canals, or public roads laid out by au- 
thority of the quarter sessions.” 


Yet in Lyons v. Reinecke, 10 Fed. (2d) 3, the Circuit 
Court of Appeals, Seventh Circuit, held non-exempt 
the compensation received by a real estate expert for 
services in connection with the condemnation of prop- 
erty by a city for street improvements, on the ground 
that the improvement of the streets was not an essential 
governmental function. The Court there seemed to 
think that the line of demarcation between the quasi- 
judicial and ministerial duties of a municipal corpora- 
tion as determined in tort cases was’ the same as the 
line of demarcation between essential and non-essential 
governmental functions to be used in determining the 
limits of the federal taxing power. The Court, in fol- 
lowing this line of reasoning, certainly took a leap 
across a canyon no normal logic could bridge. 

There are other decisions rendered by the circuit 
courts of appeals on the question of the Federal power 
to tax compensation received from a state. In Kreipke 
v. Commissioner, 32 Fed. (2d) 594, the profits derived 
by the taxpayer from contracts with the State of Okla- 
homa for the erection and repair of buildings were held 
non-exempt. The Court, after taking the case out of 
the scope of Section 1211 of the Revenue Act of 1926, 
supra, proceeded to show that the taxpayer was not an 
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instrumentality of the state government. The Court 
did not deny that the erection and repair of the build- 
ings involved was the exercise of an essential govern- 
mental function, but it did deny that the taxpayer was 
by virtue thereof an instrumentality of the state gov- 
ernment, and it denied further that the levy of a tax 
on the petitioner’s profits was to a material extent an 
interference with that governmental function. This is 
clearly opposed to the view taken in Howard v. Com- 
missioner, supra, in which the petitioner was just as 
much an independent contractor as in this case of 
Kreipke v. Commissioner. In Howard v. Commis- 
sioner, an attorney rendered services to three different 
municipalities in connection with four suits, one of them 
to compel the separation of grade crossings, and the 
other three to defend the cities in rate-injunction suits 
brought by public service corporations. In Kreipke v. 
Commissioner, a contractor built or repaired eight pub- 
lic buildings, including the state capital and the ware- 
house of the adjutant general. The fact that one peti- 
tioner’s services were personal whereas the other’s 
i.volved construction does not make the one any more 
of an instrumentality of the state than the other, nor 
does it signify that the tax in the one case would be an 
interference with the exercise of the governmental 
function, whereas in the other case it would not. 


Summary of Questions Raised by Board Decisions 


We are thus faced with a confusion in the decisions 
of the circuit courts of appeals. Before examining the 
U. S. Supreme Court decisions which lie at the bottom 
of this confusion, let us summarize the questions that 
have been raised by the decisions of the U. S. Board 
of Tax Appeals, the regulations issued by the Treasury 
Department, and the decisions of the United States cir- 
cuit courts of appeals: 


1. Must the taxpayer be an officer or employee of a 
state or political subdivision thereof ? 

2. Must the services rendered by the taxpayer be in 
connection with the exercise of an essential govern- 
mental function ? 


3. If so, what is an essential governmental function? 


4. Must the services be such that a tax on the com- 
pensation therefrom would hamper the exercise of the 
governmental function involved? 


5. If the conditions stated in questions (1) and (2) 
are both present, is the condition stated in question (4) 
presumed ? 

The Treasury Department, in Article 643 of Regu- 
lations 74, supra, answers questions (1) and (2) in 
the affirmative, and disregards questions (4) and (5). 
The U. S. Board of Tax Appeals seems to treat those 
four questions likewise, although it has not yet very 
clearly met the issues. The circuit courts of appeals 
are not in agreement. As to question (3), neither the 
Treasury Department, nor the U. S. Board of Tax 
Appeals, nor the circuit courts of appeals have devel- 
oped any consistent doctrine. With this before us, let 
us consider the basic rules on the limits of the federal 
taxing power laid down by the U. S. Supreme Court, 
in cases that have been cited by the lower courts with 
such varying results. 

In Collector v. Day, 78 U. S. 113, a tax on the salary 
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of a judicial officer of a state was involved, and the 
Court held the tax unconstitutional. Proceeding from 
cases in which a state tax on an instrumentality of the 
Federal Government had been held unconstitutional 
(McCulloch v. Maryland, 4 Wheaton 316; Weston vy. 
Charleston, 2 Peters 449; Dobbins v. the Commissioners 
of Erie County, 16 Peters 435) the Supreme Court in 
Collector v. Day ruled that a Federal tax on a state 
instrumentality was unconstitutional. The court quoted 
Chief Justice Marshall in Weston v. Charleston to the 
effect that “if the right to impose the tax exists, it is 
a right, which, in its nature, acknowledges no limits,” 
and again in McCulloch v. Maryland to the effect that 
“the power to tax involves the power to destroy.”’ Then, 
referring to Veazie Bank v. Fenno, 8 Wallace 533, the 
Court remarked: 


The power involved was one which had been exercised by 
the States since the foundation of the government, and had 
been, after the lapse of three-quarters of a century, annihilated 
from excessive taxation by the general government, just as the 
judicial office in the present case might be, if subject, at all, 
to taxation by that government. But, notwithstanding the 
sanction of this taxation by a majority of the court, it is con- 
ceded, in the opinion, that “the reserved rights of the States, 
such as the right to pass laws; to give effect to laws through 
executive action; to administer justice through the courts, and 
to employ all necessary agencies for legitimate purposes of 
State government, are not proper subjects of the taxing power 
of Congress.” 


In South Carolina v. United States, 199 U. S. 437, 
the question again arose; but this time it was not the 
state judiciary, but a state dispensary system for the 
sale of liquor. The Court took this case out of the rule 
laid down in Collector v. Day by holding that the dis- 
pensation of liquor, unlike the dispensation of justice, 
was not one of the legitimate functions of the state. 
The fact that the dispensary system was maintained by 
the state, under its police power, primarily to control 
the sale of liquor, was not considered material; the 
actual result was held to be a commercial venture, like 
any private business, and, like any private business, sub- 
ject to the taxing power of the federal government. 

Just where the line was to be drawn between legiti- 
mate or essential functions of a state and those that are 
not essential was decided in South Carolina v. United 
States to depend upon what was in the minds of the 
framers of the Constitution at the time it was adopted. 
And “the framers of the Constitution,” said the Court, 
“were not anticipating that a state would attempt to 
monopolize any business heretofore carried on by indi- 
viduals.”” Thus the Federal taxing power is prevented 
from being cut by the ever-increasing scope of state 
and municipal enterprise. 

We come now to Metcalf and Eddy v. Mitchell, 269 
U. S. 514, a case which has already been cited in numer- 
ous decisions of the lower courts and the U. S. Board 
of Tax Appeals, including those mentioned above, but 
not always with the same result. The plaintiffs in error 
in the case, Metcalf and Eddy, were consulting engi- 
neers who were employed professionally to advise states 
or their subdivisions with reference to proposed water 
supply and sewage disposal systems. The compensation 
which they received was taxed under the War Revenue 
Act of 1917; and this suit was brought for recovery 
of the taxes paid. Since the plaintiffs in error were 
clearly not officers or employees of a state or subdivision 
thereof, their compensation could not fall within the 
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statutory exemption of Section 201 (a) of the act, 
quoted above, and the Court so found. But the Court 
did not consider status as an officer or employee neces- 
sary as far as the constitutional exemption was con- 
cerned; for after ruling on the statutory exemption, it 
proceeded to determine a rule on which exemption of 
those outside the statutory limitation could be based. 
Referring back now to the five questions that we 
raised above, let us see how the court in Metcalf v. 
Mitchell answered them. Its answer to question (1), 
as to whether the taxpayer must be an officer or em- 
ployee of a state or political subdivision thereof, was 
in the negative; for otherwise its decision as to the 
statutory exemption would have decided the entire case. 


To question (2), as to whether the services rendered by ~ 


the taxpayer must be in connection with the exercise of 
an essential governmental function, an affirmative 
answer can be inferred from the citation of South Caro- 
lina v. United States, supra, in the following statement : 

Hence the limitation upon the taxing power of each, so far 
as it affects the other, must receive a practical construction 
which permits both to function with the minimum of interfer- 
ence each with the other ; and that limitation cannot be so 
varied or extended as seriously to impair either the taxing 
power of the government imposing the tax (South Carolina v. 
United States, 199 U. S. 437, 461; Flint v. Stone Tracy Co., 


supra, at 172,) or the appropriate exercise of the functions of 
the government affected by it. 


Coming now to question (3), as to what is an essen- 
tial governmental function, the Court’s answer must 
again be sought in its citation of South Carolina v. 
United States. No, definition otherwise was given; nor 
was it necessary, for no doubt was expressed by the 
court that the construction of water supply and sewage 
systems was the exercise of an essential governmental 
function. As to the definition given in South Carolina 
v. the United States, we have already noted that the 
line drawn between essential and non-essential functions 
depended upon what was in the minds of the framers of 
the Constitution at the time it was adopted. 

To question (4), however, as to whether the services 
must be such that a tax on the compensation therefrom 
would hamper the exercise of the governmental func- 
tion involved, the answer of the Court in Metcalf and 
Eddy v. Mitchell was direct, and in the affirmative. 
Referring to the effect of the tax in the case at bar, the 
court stated, “we do not find that it impairs in any 
substantial manner the ability of plaintiffs in error 
to discharge their obligations to the state or the ability 
of a state or its subdivisions to procure the services of 
private individuals to aid them in their undertakings.” 

Question (5), also, was answered in the affirmative. 
If an individual is an officer or employee of a state or 
political subdivision thereof, and his services are ren- 
dered in connection with the exercise of an essential 
governmental function, it is presumed that a tax on 
the compensation from such services would hamper the 
exercise of the governmental function involved. The 
Court said: 


While it is evident that in one aspect the extent of the exemp- 
tion must finally depend upon the effect of the tax upon the 
functions of the government alleged to be affected by it, still 
the nature of the governmental agencies or the mode of their 
constitution may not be disregarded in passing on the question 
of tax exemption; for it is obvious that an agency may be of 
such character or so intimately connected with the exercise of 
a power or the performance of a duty by the one government, 
that any taxation of it by the other would be such a direct 
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interference with the functions of government itself as to be 
plainly beyond the taxing power. 

It is on this principle that, as we have seen, any taxation by 
one government of the salary of an officer of the other, or the 
public securities of the other, or an agency created and con- 
trolled by the other, exclusively to enable it to perform a gov- 


ernmental function, (Gillespie v. Oklahoma, supra,) is pro- 
hibited. 


Thus we find in Metcalf and Eddy v. Mitchell that 
one who is an officer or employee of a state or political 
subdivision thereof, and whose services are rendered in 
connection with the exercise of an essential govern- 
mental function, is presumed, in fact, conclusively pre- 
sumed, to be in such a position that a tax on his.com- 
pensation would substantially impair the oreration of 
the function involved. We find further that one who 
is not an officer or employee, but whose services are ren- 
dered in connection with the exercise of an essential 
governmental function, may qualify for exemption by 
showing that a tax on his compensation would substan- 
tially impair the operation of the function involved. He 
has a double duty: 1. He must show that his services 
are rendered in connection with the exercise of an essen- 
tial governmental function; 2. he must show that a tax 
on his particular compensation would materially inter- 
fere with the exercise of that function. 

Now, in Metcalf and Eddy v. Mitchell, the compen- 
sation involved was held non-exempt because of failure 
to prove the second condition above indicated. But 
the Court laid down no rational basis for proving the 
presence of that condition. As to the first condition, 
South Carolina v. United States did submit a formula: 
the functions of State government as contemplated by 
the framers of the Constitution. But as to the second 
condition, neither that case nor Metcalf and Eddy v. 
Mitchell submits anything that a logical mind can 
cling to. 


The Attitude of the Supreme Court 


The suspicion arises that no logical basis exists. The 
Treasury Department and the U. S. Board of Tax 
Appeals, apparently fearing to assail the issue, have 
entrenched themselves behind the officer-or-employee 
restriction. The circuit courts of appeals have at- 
tempted it, but with what results? In Howard v. Com- 
missioner, supra, they allowed exemption to an attorney 
who, clearly an independent contractor, served several 
municipalities in grade-crossing and rate-injunction 
suits; while in Kreipke v. Commussioner, supra, they 
denied exemption to a contractor who constructed or — 
repaired various public buildings. And what has the 
U. S. Supreme Court done with the problem? After 
Metcalf and Eddy v. Mitchell one case did arise in 
which the impairment of the functions of one govern- 
ment by a tax levied by another was involved. That 
was Panhandle Oil Co. v. Knox, 277 U. S. 218. In 
that case the tax was a gasoline tax levied by the State 
of Mississippi, and the amount for which the suit was 
brought represented the tax claimed on account of sales 
made by the plaintiff in error to the United States for 
the use of its Coast Guard Fleet in service in the Gulf 
of Mexico and its Veterans’ Hospital at Gulfport. What 
was the result? There were three opinions instead of 
one, the two extra opinions being rendered by four dis- 
senting judges. The dissenting judges considered the 
sales non-exempt, relying on Metcalf and Eddy v. 
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Mitchell; and the majority of the court held the sales 
to be exempt, relying on the very decisions which were 
the basis of Metcalf and Eddy v. Mitchell. 

Yet another case on the question has been decided 
by the U. S. Supreme Court. That court, even as 
this is being written, has reversed the decision of the 
Circuit Court of Appeals in Howard v. Commissioner, 
on the strength of Metcalf and Eddy v. Mitchell, but 
without opinion. Considering the confusion of deci- 
sions on the issue, it would be difficult, indeed, to 
blame the court for omitting to render an opinion. 


Just what is necessary to show that a particular tax 
actually impairs the operation of a governmental func- 
tion, the courts do not seem to know. They have been 
groping about in the dark, resting now and then on some 
paragraph in a prior decision that seemed comfortable. 
But there is really no wonder that they have been grop- 
ing about in the dark; for the situation is indeed dark. 
It must be difficult to show that a tax can impair the 
operation of a governmental function; for, as a matter 
of fact, unless a tax is discriminatory, it cannot 
impair, much less destroy, the premises in Col- 
lector v. Day to the contrary notwithstanding. If in 
the case of the gasoline tax in Panhandle Oil Co. v. 
Knox, supra, the tax on sales to the United States were 
higher than on sales to the public, that would be an 
entirely different question. But as it was, it was uni- 
form and left the relative buying power of the United 
States unaffected. It is just the same as if the tax 
had been levied on the purchases by the dealer instead 
of on his sales, or on his equipment instead of on his 
merchandise. It is just a cost of operation. The state 
must maintain itself; the maintenance of the state is 
therefore a necessary cost of operation within the state. 
The effect of the decision in Panhandle Oil Co. v. Knox 
was thus to relieve the United States of a part of the 
cost of the oil, and therefore effectively to levy a special 
federal tax on the State of Mississippi. That, indeed, 
should be unconstitutional under the “uniform” clause 
. of the Constitution. 

The same principle is true of the income tax. If the 
tax rate on the income of state instrumentalities were 
higher than the tax rate on other income, then we would 
have a discriminatory tax which could impair, and even 
destroy. But that is not the case. No special or higher 
rate is provided for state instrumentalities. If a state 
instrumentality pays a tax it remains in the same com- 
petitive position that it was in before the tax was levied. 
It bears only its proportionate share of the cost of main- 
taining the Federal Government; and the maintenance 
of the Federal Government is no less a necessary and 
obvious part of the cost of living than clothing, food, 
and shelter. There is, moreover, no material difference 
in effect between the payment directly through the 
income tax and the payment indirectly through the ex- 
cise or duty. In the one case the income is taxed as it is 
received; in the other case it is taxed as it is spent. 
The relief of state instrumentalities from the income 
tax therefore places the state in a favored position and 
is effectively an indirect tax by the Federal Government 
on other persons for the benefit of those who are instru- 
mentalities of the state. 

This fact applies no less to the income from state and 
municipal securities than it does to compensation for 
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services rendered to a state or subdivision of a state. 
Nor does it apply any less to the compensation received 
by officers or employees than to the compensation re- 
ceived by independent contractors. It would therefore 
be just as difficult in the case of officers or employees 
to prove impairment of a state function as it would in 
the case of independent contractors. 

The officer-or-employee rule is only one of the results 
of Collector v. Day. By the express wording of the 
Sixteenth Amendment the decision in that case could 
be set aside. But the Sixteenth Amendment was in- 
tended solely to overcome the objection, in Pollock v. 
Farmers’ Loan and Trust Company, 158 U. S. 601, that 
the income tax, to the extent to which it taxed the in- 
come from property, was a direct tax and therefore had 
to be apportioned. This interpretation of the Sixteenth 
Amendment is clearly pointed out in various cases cited 
for that purpose in Metcalf and Eddy v. Mitchell. As 
a result, the rule laid down in Collector v. Day, scien- 
tifically fallacious though it be, still stands. The best 
thing that the courts can do, unless another amendment 
is passed, is to construe that rule as the Treasury De- 
partment has done, as strictly as possible. 


Court Decisions 


_Accounting Methods.—The adjustment by the Commis- 
sioner of inventory and other items to correct an under- 
statement of income as reported in the 1917 return of an 
affliated group whose accounts were substantially on the 
accrual basis is held not to constitute a rejection of the 
“basis” on which its accounts were kept, inasmuch as 
Section 13 (d) of the 1917 Act permitting the use of the 
basis on which a corporation’s accounts are kept is to be 
considered in connection with other provisions of the Act 
which are held to contemplate the use of a scientific accrual 
basis consistently applied so as to réflect the true income.— 
United States Circuit Court of Appeals, Second Circuit, in 
American Can Company v. Frank K. Bowers, Collector; 
American Can Company of Utah v. Frank K.. Bowers, Collec- 
tor; American Can Company of Massachusetts v. Frank K. 
Bowers, Collector; Missouri Can Company v. Frank K. Bow- 
ers, Collector. Decision of the lower court, 20 Fed. (2d) 
270, affirmed. 

Bad Debt Allowances.—A reserve for bad debts for the 
year 1922 is not deductible by a taxpayer who reports his 
gross income from the sale of long-term land leases as the 
total amount received during the year, the proposed re- 
serves therefore not representing any amount previously 
reported as income.—United States’ Circuit Court of Ap- 
peals, Seventh Circuit, in Wilbur Glenn Voliva v. Commis- 
sioner of Internal Revenue. No. 4132. Oct. term, 1929. De- 
cision of Board of Tax Appeals, 10 B. T. A. 911, affirmed. 

Banks, Taxation of.—A bank is held to be on the accrual 
basis where the amount of interest that accrued or was 
earned during the year on discounted notes was estimated 
and accrued on its books and reported in its returns. 

Where a bank that has established the accrual basis of 
reporting earned interest on discounted notes changes in 
1919 to the cash basis, the earned discounts received in the 
year of the change upon the maturity of discounted notes 
may be reduced by the amount of earned discount accrued 
in a previous year and reported in a return for that year, 
which adjustment is held to be warranted both by the stat- 
ute and by the regulations.—Court of Appeals of the Dis- 
trict of Columbia in National Bank of South Carolina v. 
Robert H. Lucas, Commissioner of Internal Revenue. No. 
4889. Decision of Board of Tax Appeals, 10 B. T. A. 642, 
reversed. 


The definition of the term “corporation” in the capital 
stock tax provisions of the 1918 and 1921 Acts is broad 
enough to cover a bank created and operated by a state. 

A bank created and operated by a state, although it is an 
instrumentality of the state, being engaged in business of a 
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private character is deprived of the immunities of a sov- 
ereign and is subject to the capital stock tax imposed by 
the 1918 and 1921 Acts. Syllabus of decision of United 
States Circuit Court of Appeals, Eighth Circuit, in The 
State of North Dakota doing business as the Bank of North 
Dakota v. Gunder Olson, Collector, 33 Fed. (2d) 848. An 
appeal from the Circuit Court of Appeals was dismissed by 
the United States Supreme Court on December 9. 

Coal Lease, Depletion of.—In determining the March 1, 
1913, value of a coal lease for depletion purposes, the 
anticipated profits from a commissary may not be consid- 
ered. Any part of overhead attributable to the commissary 
should be eliminated from the expenses charged against 
the cost of mining in valuing the leasehold on the basis of 
present value of future profits from the mineral deposits.— 
Court of Appeals of the District of Columbia in Gatliff 
Coal Company v. Robert H. Lucas, Commissioner. No. 4833. 
Decision of Board of Tax Appeals, 8 B. T. A. 726, affirmed. 

Community Income.—The income from community prop- 
erty received by a marital community in Louisiana belongs 
jointly to the husband and wife, and under the 1926 Act 
each may report such income in a separate return.—District 
Court of the United States, East. Dist. of Louisiana, New 
Orleans Div., in William Pfaff v. Jacob O. Bender, Collector 
of Internal Revenue. No. 19500 at Law. 

Contributions, Deductible—A contribution to a city hos- 
pital by a manufacturing corporation is held deductible, 
where the employees of the corporation and their depend- 
ents constituted some two-thirds of the population of the 
city, where the employees suffered numerous accidents, and 
where “it was necessary either to build a hospital * * * or 
to make this contribution.” The contribution is held “rea- 
sonably incidental to the carrying on of the company’s 
business for the company’s benefit.”"—Court of Appeals of 
the District of Columbia in Corning Glass Works v. Com- 
missioner of Internal Revenue. No. 4860. Decision of Board 
of Tax Appeals on this issue, 9 B. T. A. 771, reversed. 

Determination of Tax Liability, Power of Commissioner 
to Revise—The Commissioner of Internal Revenue has 
authority to revise a determination once made, a practice 
that has been going on ever since the Federal income tax 
laws were enacted.—Court of Claims of the United States 
in Oak Worsted Mills, a Corporation, v. The United States. 
No. J-180. 

Dividends, Taxation of—Amounts credited without for- 
mal declaration by a close corporation to its principal stock- 
holders upon which the stockholders were at liberty to 
withdraw amounts at will constituted the payment of divi- 
dends which were constructively received by the stockhold- 
ers in the years when the credits were made. Where there 
were discrepancies in the allocation of the credits according 
to the stockholdings, the Commissioner may make the neces- 
sary adjustments.——Court of Appeals of the District of 
Columbia in Leo G. Hadley v. Commissioner of Internal Reve- 
nue. No. 4829. Decision of the Board of Tax Appeals, af- 
firmed. 

Excise Taxes.—Persons purchasing automobiles and 
bodies from the respective manufacturers and selling the 
automobiles with substituted bodies are “not manufactur- 
ers” or “producers” within the meaning of Section 900 of 
the 1918 or 1921 Act imposing an excise tax.—United States 
Circuit Court of Appeals, Seventh Circuit, in M. Bert Thur- 
man, Collector, v. Louis C. Swisshelm and William E. Parker, 
Copartners, affirming decision of lower court. No. 4172. 
Oct. term, 1929. J 

Federal Estate Tax.—The gross estate of a decedent 
should include property conveyed by her and her deceased 
husband to a trustee under a trust instrument providing that 
the income should be paid to them or the survivor as they 
or the survivor requested, such a transfer being held to be 
one to take effect after death—District Court of the United 
States, Dist. of Mass. in Henry B. Cabot, et al., Executors, 
v. The United States. Law No. 2941. 


The value of securities transferred by decedent six months 
prior to his death, to his four sons (the transfer conceded 
not to have been in anticipation of death), under an agree- 
ment whereby each son was to pay a specified annual sum 
to the decedent’s wife until her death, and the same sum 
after her death to the decedent if he should survive her 
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should not be included in the gross estate of the decedent. 
This was an absolute transfer over which the decedent had 
no control after the transfer, and constitutes the exchange 
of the securities for an annuity—Court of Claims of the 
United States in Amalie Hirsh and William A. Hirsh, Execu- 
tors of the Will of Morris M. Hirsh, Deceased, v. The United 
States. No. E-284. 

Goodwill, Valuation of —The evidence before the Board 
of Tax Appeals is held to have warranted its decision that 
the fact that the earnings of an established department store 
declined prior to acquisition when under different manage- 
ment and when attempting to cater to a wider clientele did 
not establish that the business had no good will when ac- 
quired.—Circuit Court of Appeals, Fourth Circuit, in House 
& Herrmann, Inc. v. Robert H. Lucas, Commissioner of Inter- 
nal Revenue. No. 2886. Decision of Board of Tax Appeals, 
13 B. T. A. 621, affirmed. 

Income, Taxable.—A branch pilot licensed under the laws 
of Virginia and whose income consists of fees paid by par- 
ties utilizing his services is not a State officer, and a tax on 
such income does not “hinder, restrain, or interfere with the 
State of Virginia in exercising any governmental function.” 
—cCourt of Claims of the United States in George A. Bew v. 
The United States. No. H-389. 


The taxable net income of The Cleveland Street Railway 
under the 1918 and 1921 Acts is held to be its gross income 
less statutory deductions, and is not limited to the 6 per 
cent return required to be paid on its capital stock, where, 
under the ordinances of the City of Cleveland providing for 
a scale of fares to be charged based upon the cost of service 
including a 6 per cent return to stockholders on the out- 
standing capital stock, the return to the stockholders, inde- 
pendently of the earnings, was limited to such 6 per cent, 
and fares were automatically (a) to be reduced if earnings 
in excess of such cost in any one year exceeded a fixed 
amount, or (b) to be increased if such earnings did not 
reach a fixed amount. A tax upon the earnings in excess 
of the return to stockholders does not impose a loss or bur- 
den on the City of Cleveland, since no part of such earnings 
accrue to the municipality—United States Circuit Court of 
Appeals, Sixth Circuit, in The Cleveland Railway Company 
v. Commissioner of Internal Revenue. No. 5213. Decision of 
Board of Tax Appeals on this issue, 10 B. T. A. 310, affirmed. 


Fees received in 1921 by an attorney for services rendered 
under contracts with certain Texas cities in suits compelling 
the separation of railway grade crossings and relative to the 
regulation of rates of public service corporations are not 
exempt from income tax.—Supreme Court of the United 
States in Commissioner of Internal Revenue v. W. J. Howard. 
No. 52. Decision of Circuit Court of Appeals, 29 Fed. (2d) 
295, reversed. The decision of the Court of Appeals reversed 
decision of Board of Tax Appeals, 10 B. T. A. 62. 

Interest, Deductible.—The interest paid in 1922 by dealer 
in securities on money borrowed to buy and carry municipal 
bonds is held to be deductible.-—United States Circuit Court 
of Appeals, Sixth Circuit, in Charles H. Nauts, Collector of 
Internal Revenue, v. W. L. Slayton. No. 5437. District Court 
decision affirmed. 

Interest on Overpayments of Taxes.—Interest on the 
amount of a judgment for an overpayment of income taxes 
is not payable beyond the date of entry of the judgment, 
where the judgment was rendered on August 1, 1927, the 
provisions of Section 1117 of the 1926 Act being held ap- 
plicable—Court of Appeals of the District of Columbia in 
Andrew W. Mellon, Secretary of the Treasury, John Raymond 
McCarl, Comptroller General, and Robert H. Lucas, Commis- 
sioner of Internal Revenue, v. The United States of America, 
ex rel. Arthur D. Hill, as surviving executor of the Will of 
Peter C. Brooks, Deceased. No. 4935. Judgment of Supreme 
Court of the District of Columbia reversed. 

Invested Capital—The amount invested by a street rail- 
Way company in its own stock is held to be an allowable 
inclusion in invested capital, where purchased from an “in- 
terest fund” required by the municipality, the purchase 
having been approved by the municipality, and the return 
on such stock, exceeding that obtainable by depositing the 
fund in a bank, being credited to the fund.—United States 
(Continued on page 36) 
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OLLOWING the issue of Mimeograph No. 3756, which 

indicated that many taxpayers might be denied the conveni- 
ence of extension of time in filing tax returns, a letter of pro- 
test was sent to the Commissioner of Internal Revenue by the 
executive committee of the American Institute of Accountants 
which pointed out the practical difficulties of completing returns 
within the time limits prescribed. The text of the letter, in 
part, follows: 

“As you are doubtless aware, public accountants are entrusted 
by a large number of their clients, both corporate and _ indi- 
vidual, with the work of preparing or reviewing their Federal 
income-tax returns. In many instances the accounts of the 
year are not finally closed until they have been audited by the 
accountant. In some cases the accountant is required to write 
up the books of account and prepare the accounts of the client. 
This latter work is done principally for individual taxpayers, 
and in practically all cases the client prefers that the work be 
done at one time. 

“Unfortunately for accountants, the bulk of their work is 
concentrated within the first two or three months of the year, 
and it is the general experience of accountants that because of 
the increasing difficulty in obtaining temporary assistants during 
the busy season, it is becoming more burdensome each year to 
accomplish the work in the required time. 

“In arranging the work in the busy season, precedence is 
given to the auditing of accounts which have to be presented to 
stockholders at annual meetings which are to be held in the 
early part of the year. The auditing of accounts which do not 
require to be submitted until later on in the year is naturally 
deferred, so also is the work of writing up and preparing 
accounts of individual clietits. This being the.case, it is evident 
that the preparation of the tax returns of the last-mentioned 
group will of necessity be delayed. Hence, extensions in these 
cases have, in the words of Mimeograph No. 3759, been 
‘habitually’ requested. 

“So long as the conditions described above exist it will be 
necessary for accountants to continue to request, on behalf of 
their clients, extension of time for preparing and filing a large 
number of their returns.” 

In reply, Robert H. Lucas, Commissioner of Internal Reve- 
nue, stated that an extension of time will be granted as hereto- 
fore when there is an urgent necessity shown by the taxpayer 
for an extension of time for filing his return. In explanation 
of the Government’s position, he said: 

“You are informed that an extension of time will be granted 
as heretofore when there is an urgent necessity shown by the 
taxpayer for an extension of time for filing his return. 

“You will appreciate the fact that the Government operates 
on the budget system and much depends on the payments re- 
ceived during the March filing period for financing during the 
remainder of the year. 

“Tt is not practicable nor advisable to issue instructions to 
Collectors of Internal Revenue to grant an extension of time 
in every case upon a request for an extension. Each case 
must stand on its merits and there must be a real reason for 
granting an extension of time. I feel sure that in those in- 
stances where the request is reasonable the Collectors of In- 
ternal Revenue will recommend favorable action.” 


N THE last week of December the Bureau of Internal 

Revenue had thus far released only the returns of informa- 
tion which must be filed with Collectors by February 15.1. It 
was expected that other tax returns would be made available 
to the public early in January. 


1See item relative to change in regulations on page 30. 
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PINION as to whether the Board of Tax Appeals has 
the functions of a court is still divided, even within the 
Board of Tax Appeals itself. 

The able analysis of the status of the Board of Tax Ap- 
peals by Dr. Joseph Kahn in an article in the April, 1929 
issue of the National Income Tax Magazine convinced your 
correspondent that except in name, the Board of Tax Ap- 
peals is a court, but the summer tired feeling had barely 
made its first impressions before the United States Supreme 
Court in Old Colony Trust Co. et al. v. Commissioner, 49 S. 
Ct. 499, by the following declaration denied the right of 
the Board to be clothed in ermine: 

“The Board of Tax Appeals is not a court. It is an execu- 
tive or administrative board, upon the decision of which the 
parties are given an opportunity to base a petition for re- 
view to the courts after the administrative inquiry of the 
Board has been had and decided.” 


That opinion left little room for argument, but an auxil- 
jary question has now arisen as to whether with the limita- 
tions construed by the Supreme Court the Board of Tax 
Appeals can, nevertheless, pass upon the constitutionality 
of an act of Congress. 


We know what the majority of the Board thinks about 
it, for in Independent Life Insurance Company of America v. 
Commissioner, Dec. 5481 [C. C. H.], Docket No. 25295, it 
was held that, the rental value of real estate occupied by 
the owner is not income under the Sixteenth Amendment, 
and a tax thereon is not an income tax but a direct tax, 
which, without apportionment, is unconstitutional. The same 
opinion was reaffirmed in Reserve Loan Life Insurance Com- 
pany v. Commissioner, Dec. 5665 [C. C. H.], Docket Nos. 
29554, 21489, 32965. In the Independent Life Insurance 
Company case, exception was taken to the propriety of the 
Board’s ruling on the validity of a law in the following 
dissenting opinion, by Marquette, with which Morris and 
Van Fossan concurred: 

“The opinion herein holds that the ‘respondent has cor- 
rectly construed the statute and that the deficiencies deter- 
mined are in accordance therewith’. When the Board 
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reaches such a conclusion I believe it has exhausted its 
powers, except to enter a judgment for the respondent. The 
opinion proceeds, however, to discuss the constitutionality 
of the statute and reaches the conclusion that it is uncon- 
stitutional. This, in my opinion, is a clear usurpation of a 
judicial function not possessed by this Board. I have had 
occasion heretofore, in Henry Cappellini, Dec. 4763, 14 B. T. 
A. 1269, to express the idea that the power to declare an act 
of congress unconstitutional is exclusively a judicial func- 
tion; that no part of the judicial power of the United States 
in a constitutional sense, is vested in this Board, and that 
the Board is without power to approach such a question. I 
am still of the same opinion. However persuasive the rea- 
soning may be, or however logical the conclusion, it offers 
no excuse for the exercise of a power which we do not pos- 
sess. It seems to me that such a pronouncement is binding 
on no one, and I believe the respondent is entitled to col- 
lect the deficiency as determined by him.” 


Since the decision of the United States Supreme Court 
in the Old Colony Trust Company case was rendered, the 
United States Circuit Court of Appeals, Sixth Circuit, in 
C. F. Routsahn, etc., v. Henry R. Tyroler, et al., decided Nov. 
13, 1929, had occasion to construe the jurisdiction of the 
Board of Tax Appeals as follows: 


‘“k * * we assume that the question whether any ‘liability 
at law or in equity’ to pay this deficiency exists against 
these stockholders, is not one inherently incidental to the 
taxing power, but is a judicial question beyond the power 
of Congress to transfer to the administrative category,— 
so that the power to decide it with a finality necessary to 
support a distraint as for taxes, could not be confided to 
the Commissioner or to the Board of Tax Appeals; * * *.” 


N THE December issue of Internal Revenue News, p. 14, 
it is pointed out that in S. A. Apple v. Commissioner, Dec. 
5530 [C. C. H.], Docket No. 24213,1 the Board of Tax Ap- 


1Summary of decision given in NATIONAL INCOME TAx MaGa- 
ZINE, December, 1929, p. 485. 
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peals, following Loewer Realty Company v. Anderson, 31 Fed, 
(2d) 268 reaffirms the principle, somewhat obscured in some 
decisions subsequent to the Russell case, 278 U. S. 181, that the 
statutes of limitation must receive a strict construction jn 
favor of the Government and that limitation will not be 
presumed in the absence of clear Congressional action. [n 
this connection the Jnternal Revenue News further notes that 
in Thtel Service Company v. Commissioner, Dec. 5547 [C. ¢. 
H.], Docket No. 19201, the Board of Tax Appeals rejected 
the argument that Section 506 (a) of the 1928 Act, amend- 
ing Section 278 (c) of the 1926 Act by providing that the 
additional period agreed upon for making an assessment 
“may be extended by subsequent agreements in writing 
made before the expiration of the period previously agreed 
upon,” denotes a change in the law. The opinion holds 
that Section 506 (a) of the 1928 Act is “merely declaratory 
of the law as it had theretofore been uniformly construed.” 












NCOME tax collections for the fiscal year 1929, which in- 

cluded two installments of taxes based upon incomes in 
the taxable year 1927 and two on 1928 incomes, reflect the 
improvement in economic conditions in 1928 as compared 
with the preceding year. Total collections for the fiscal 
year, 1929, exceeded those for the fiscal year 1928, by 5.3 
per cent, notwithstanding the reduced rates of the Revenue 
Act of 1928 which applied to the incomes for the taxable 
year 1928. 

The corporation tax rate for the year 1928 was 12 per 
cent, instead of 13% per cent, the rate effective in 1927. 
Except for a decrease of 25 per cent in the tax on “earned” 
income, the tax on incomes of individuals for the taxable 
year 1927 was the same as for the preceding year. 


Increased dividend payments in 1928 and larger earnings 
and profits than in 1927 resulted in an increase of 14 per cent 
in income tax payments by individuals during the fiscal 
year 1929 over those of the fiscal year 1928. © 

The total of overassessments of taxes charged against 
the fiscal year 1929 was $339,528,941.51. Of this amount 
$176,398,377.58 was credited by abatement, $36,535,245.42 
by credit and $126,595,318.51 was allowed in refunds. In- 
terest, not included above, in the sum of $38,768,622.33 was 
paid on the amounts refunded on credited. 

The total amount involved in rejected claims was $237,- 
573,989.16. During the year 50,229 claims were filed for a 
total of $613,052,371.28, as against 43,981 claims for $486, 
603,619.26 a year ago. At the end of the fiscal year 13,250 
claims were pending for adjustment. 















































HE tax reduction resolution, which became a law on 
December 16, reduces normal tax rates of individuals 
for the taxable year 1929 to %4 per cent on the first $4,000 
of the amount of the net income in excess of credits allowed 
by Section 25 of the Revenue Act of 1928; to 2 per cent on 
the next $4,000 of such excess amount; and to 4 per cent on the 
remainder of such excess amount. Surtax rates are un- 
changed and the credit for unearned income is the same as 
under the Revenue Act of 1928. The tax on corporations 
and insurance companies is reduced from 12 per cent to Il 
per cent. 


| ape aprons of opinion as to why various members 
of Congress supported the $160,000,000 reduction in 
taxes indicate that the majority believed it would have a 
beneficial effect on business sentiment. Senator Couzens 
who opposed the tax cut on other grounds voted in favor 
of it in the belief that it would have a great “psychological 
effect on business.” However, he denied that the buying 
power of the nation would be increased thereby. ; 

“If this money had gone to aid the unemployed tt 
would have increased purchasing power to the extent of 
$160,000,000,” he said. “That, of course, is only a drop in 
the bucket, but is something. Under this [the tax reduction] 
plan it is doing nothing to increase purchasing power at 
this time.” 


TAx rebates during the fiscal year 1929 were nearly 20 
per cent larger than the total tax reduction recently 
voted by Congress. The total of refunds paid during the 
year, according to the Treasury Department report to the 
House Committee on Expenditures in Executive Depart 
ments, was $190,164,359. 
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The largest rebate was $25,849,542, made to the Carnegie 
Steel Company of New Jersey, a subsidiary of the United 
States Steel Corporation. William Waldorf Astor was sec- 
ond, with a credit of $6,642,774. The report shows a refund 
of $989,883 to Senator James Couzens of Michigan, which 
reveals the ironical sequel to the proceedings brought by 
the Treasury Department for an alleged tax deficiency of 
$9,455,303 on account of the sale in 1919 of stock held by 
Senator Couzens in the Ford Motor Company. The Board 
of Tax Appeals, 11 B. T. A. 1040, determined that, instead 
of being too low, the March 1, 1913 valuation of the stock 
of the Ford Motor Company, fixed in 1919 by Daniel 
Roper, former commissioner of internal revenue, was $510 
per share too high. 


NFORMATION returns hereafter must be filed not later 

than February 15 instead of March 15 of each year. The 
returns are to be filed with the collector of internal revenue 
for the payor’s district and are not to be addressed to the 
sorting section of the Income Tax Unit at Washington, 
D. C., as heretofore. Forms are now being sent to collec- 
tors for distribution. 

Under the “information at source” provision of the rev- 
enue act persons making payment to another person of 
“fxed or determinable income” of $1,500 or more during 
any calendar year must make a return thereof, if the recipi- 
ent of such payment is single. If the recipient is married, 
report need not be made if the payments aggregate less 
than $3,500. If the marital status of the payee is unknown 
to the payor, the payee is considered a single person for 
the purpose of filing an information return. 










New Rule Governing Distribution of Cost 
Between Stock and Stock Rights 


HE Bureau of Internal Revenue has ruled that 

where stock rights have been issued by a corpora- 
tion to its stockholders the values to be used in the 
allocation of cost between the stock and the rights are 
the values effective on the date on which the rights 
accrue to stockholders of record. The date previously 
used in the care of stocks listed on the New York Stock 
Exchange was the “ex-right” date established by the 
‘xchange. 


—— 


In explanation of the application of the above ruling, 
I. T. 2509, VIII-47, p. 2, states the method of com- 
putation to be used in cases where there is an estab- 
lished market for the stock (including the rights) as of 
such record date but none for the stock or rights sepa- 
rately as follows: 


Under such circumstances the respective values of the stock 
and rights on the record date can be satisfactorily determined 
by resort to a formula to which the Bureau has given recog- 
nition. (See article 39 of Regulations 65.) In accordance 
with the prescribed formula, all that is necessary is to take 
the aggregate value, on the date which determines the share- 
holders who are entitled to the rights, of that number of shares 
ot stock the ownership of which entitles a shareholder to sub- 
scribe to 1 new share, add to such aggregate value the full 
amount of the subscription price required to be paid to acquire 
the new share of stock, and divide the sum by 1 plus the 
number of shares of stock whose aggregate value was used 
aS a starting point. 
] share of stock after the issuance of the rights, and the 
quotient less the subscription price is the value attributable to 
that number of rights which entitles a shareholder to sub- 
scribe to 1 new share of stock. The latter value divided by 
the number of rights involved is the value attributable to 1 
night. The sum of the values attributable to a share of stock 
and a right under this formula will in all cases equal the value, 
m the date which determines the shareholders who are entitled 








m'O the rights, of a share of stock carrying with it the right 


Created on that date. With the respective values of a share 
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The quotient is the value attributable to, 
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of stock and of a right on the date established, it is a simple 
matter to find the proper portion of the original cost or other 
basis of a share of stock which after the issuance of the stock 
right is assignable to the sfock and to the right, respectively. 

Inasmuch as the distribution of such rights is analogous to 
the distribution of additional shares of stock as a stock divi- 
dend, the principles governing the distribution of rights en- 
titling the shareholders to acquire shares of a character or 
preference different from that of the shares in respect of which 
the rights are issued are the same as in the case of the dis- 
tribution of shares of stock of such different character or 
preference as a stock dividend. The apportionment in such 
case may, therefore, be made in accordance with article 600 
(rule 2) of Regulations 74. This is so because that rule 
follows the same principle of apportionment as is adopted in 
article 58 of Regulations 74, which article applies specifically 
to the procedure to be followed in every case where a corpora- 
tion issues to its shareholders rights to subscribe to its stock, 
whether the rights entitle the shareholders to subscribe to 
shares of the same character or preference as the stock in 
respect of which the rights are issued or of a character or 
preference materially different from the stock in respect cf 
which the rights are issued. 

Where there are no sales of the stock or rights from which 
the respective values as of the record date may be determined 
and such values must be determined from other evidence, no 
general rule can be laid down as applicable to all such cases, and 
the respective values in any such case must be determined from 
the facts of the particular case. 


According to G. C. M. 7021, VIII-45, p. 3, Article 
58 of Regula itions 74 is not to be applied in ‘eine 
the gain derived from the sales of rights occurring in a 
taxable year prior to 1928, or in determining the basis 
of stock sold in a taxable year prior to 1928 in respect 
of which stock rights were issued prior to its sale. 


Where rights are issued to purchase bonds or securi- 
ties owned by the corporation at a price lower than the 
fair market value of the securities, the right has a fair 
market value and constitutes a taxable dividend. A 
right to purchase stock of a second corporation owned 
by the issuing corporation has been held to be a divi- 
dend. <A right to purchase rights received by the 
issuing corporation as a stockholder of a second corpo- 
ration has also been held to be a dividend. Debenture 
bonds of a corporation issued to its stockholders with- 
out cost have been held to be a dividend to the extent 
of surplus earned after February 28, 1913. Rights to 
purchase bonds’ below par issued by a corporation to 
its stockholders are regarded by the Bureau as a divi- 
dend. See G. C. M. 6374, VIII-27, p. 2. 


Secretary Melon Advocates Flexible 
Income Tax Rates 
(Continued from page 12) 
business uncertainty, it was advised that the proposed 
reduction be made only on incomes for the taxable year 


1929. 


The text of Secretary Mellon’s tax reduction recom- 
mendation to Congress follows : 


As above stated, the estimates of receipts and expenditures 
indicate a surplus of $226,000,000 in the fiscal year 1930, and of 
$123,000,000 in the fiscal year 1931. 

The estimated expenditures for 1930 and 1931 include, re- 
spectively, $630,000,000 and $635,000,000 for debt retirement 
chargeable against ordinary receipts. These amounts will in- 
crease from year to year and are adequate to retire our public 
debt at a reasonably rapid rate and in accordance with our 
well-established national policy. The Treasury Department be- 
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lieves, therefore, that the taxpayers should receive the benefit 
of any prospective surplus in the form of tax reduction. 


A surplus may be recurring or temporary. In the one cage, 
either through expanding revenue or reduced expenditures, as- 
sured receipts may have reached the point where they so exceed 
normal expenditures as to create recurring surpluses. Such a 
situation justifies a revision, more or less permanently, of our 
tax laws with a view to modifying tax rates downward. 


In the second case, the surplus may be of temporary char- 
acter, arising from an unusual increase in receipts or decrease 
in expenditures, or the conditions while not extraordinary may 
not have existed for a sufficient period of time to permit a 
definite conclusion as to their permanency. Such a surplus 
obviously calls for different treatment. This is particularly 
true of a revenue system which places its chief reliance on one 
form of taxation, as we do on the income tax, which is sub- 
ject to sweeping variations depending on a variety of circum- 
stances but principally on the upward and downward fluctua- 
tions of business. Under these circumstances, while a surplus 
justifies some measure of tax relief and while the taxpayer 
should receive the fullest possible benefits from the prosperous 
condition of the Treasury during the given fiscal year, it is 
impossible to assure the permanency of the reduced rates. 


It is highly desirable, therefore, to introduce some element of 
flexibility in our tax system in order to take advantage of a 
surplus whose permanency is not assured. The alternative is 
to wait until a sufficient period of time has elapsed to demon- 
strate that the surplus is of a permanent character, and this 
necessarily implies that in the interim the taxpayer will not 
receive the benefits of tax reduction. 


The estimated surpluses for the fiscal years 1930 and 1931 
seem to fall into the second class, as clearly indicated by the 
1931 estimates, where the margin of estimated receipts over 
estimated expenditures is but $123,000,000, as contrasted with 
a fluctuation of over $300,000,000 in individual income tax re- 
ceipts in a single calendar year. 


Moreover, the problem of estimating future revenue is at- 
tended by extraordinary difficulties at the present time due to 
the existence of a number of factors the effect of which it is 
almost impossible to foresee. The surplus of the fiscal year 
ended June 30 last and the current year’s probable surplus was 
and will be due to a very large extent to the unusual increase 
in taxable incomes reported by individuals, although corpora- 
tions enjoyed a very prosperous year in 1928, and all reports 
indicate that their 1929 income will exceed that of 1928. The 
income tax returned by individuals for the calendar year 1927 
was $830,000,000, and for the calendar year 1928 approximately 
$1,150,000,000. While wages, salaries, dividends, etc., showed a 
substantial increase, the outstanding item in the increased in- 
come returned was a gain of approximately $2,000,000,000 in 
profits from the sale of capital assets, both within and without 
the 2-year period. It is the unusual increase in this one item 
and the impossibility of determining under existing circum- 
stances what income will be returned from this source for the 
calendar years 1929 and 1930 that makes estimating at this 
time so uncertian a proposition. 


We are not only faced with the usual problem of determin- 
ing the business trend during the current calendar year and of 
forecasting the business trend during the coming calendar year, 
but we are confronted with the difficult problem of determining 
what effect the precipitous decline of security values recently 
witnessed will have on the profits from security transactions, 
which unquestionably yielded a very large income in 1928 and 
for the first eight months of the calendar year 1929. 

The immediate problem is how to give to the taxpayers the 
benefit of the surplus which seems reasonably certain in the 
fiscal year 1930 without running the risk of incurring a deficit 
during the fiscal year 1931. The fact that the income tax year 
does not coincide with the fiscal year increases the difficulties 
of finding a solution. A flexible normal tax rate seems to 
furnish the key. Excise and customs rates do not for business 
and administrative reasons lend themselves to yearly changes. 
A shifting schedule of surtax rates would be altogether too 
complicated. But the normal income tax rate is adapted to give 
us flexibility. It can be moved up or down without giving rise 
to administrative difficulties or in any way complicating in- 
come tax returns. The effect of the change on the revenues 
can be calculated with reasonable accuracy. It would affect 
all taxpayers without discrimination. 
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The Treasury Department believes that the following pro- 
gram will provide a maximum tax reduction without incurring 
gn unwarranted risk of a deficit in 1931. 

ty enactment by the Congress of a joint resolution declar- 


m1) That the normal tax rate on the income of individuals 
for the calendar year 1929, payable in 1930 shall be 2%, 2%, 
and 4%, instead of the existing rates of 144%, 3% and 5%. 

(2) That the tax rate on the income of corporations for the 
calendar year 1929, payable in 1930, shall be 11% instead of 
the existing 12%. 

This should result in a decrease of income tax collections 
during the calendar year 1930 of approximately $160,000,000, 
about equally divided between the fiscal years 1930 and 1931. 

A year from now, depending upon the revenue prospects at 
that time, the Congress may pursue one of three courses: 

(1) It may make the proposed rates for 1929 income per- 
manent ; 

(2) It may pass another concurrent resolution fixing the 
normal rates at this or some other point for 1930 income; or 

(3) By failure to take any action, existing rates would be 
acti restored. 

Aside from introducing into our revenue system the principle 
of a flexible rate which Congress after further experience and 
consideration may well decide to adopt permanently, the pro- 
posed program applies the major part of the reduction along 
the very lines that the Congress would probably follow in a 
permanent revenue revision. It distributes the benefits as 
widely as possible and while giving all income taxpayers some 
measure of relief favors those of moderate incomes. As pointed 
out in the 1927 Report of the Secretary of the Treasury, cor- 
porations are, relatively speaking, overtaxed, and whichever 


S theory be adopted as to the incidence of the corporation in- 
come tax, 


it can hardly be denied that the way to give the 
greatest Federal tax relief to the great numbers is through a 
reduction of the corporation rate. The number of individuals 
contributing directly to the support of the Federal Govern- 
ment through the Federal income tax has been strictly limited, 
and, of those contributing, the vast majority pay but an in- 
significant amount and at a very low rate. Of 2,434,000 indi- 
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viduals returning taxable income, 2,059,000 returned but 
$32,861,000 of income tax, while 375,000 individuals returned a 
tax of $1,109,000,000. The average rate of tax on.the net in- 
comes of the 2,059,000 individuals was 0.42%, whereas the 
millions of individuals who owned stock in corporations were 
that year paying through the corporation 12% on the profits of 
the business enterprises in which they were shareholders. 

For the calendar year 1927 all corporations reporting net 
income reported a net income (including tax-exempt interest) 
before all taxes, of $10,934,031,563. They paid, in taxes other 
than income tax, $1,543,516,930, and reported income tax of 
$1,131,000,000, making a total of $2,674,000,000. In other 
words, 24.46% of their net income was taken by taxes. In the 
same year these corporations paid about $5,786,000,000 in cash 
dividends, which was 52.92% of their net income. For every 
dollar paid in dividends, 46 cents were paid in taxes. If all 
corporations be included—that is to say, corporations report- 
ing a deficit as well as those reporting net income—the per- 
centage of net income paid in taxes is 34.84%. 

In so far as the reduction of the income tax on the incomes 
of individuals is concerned, under our system of graduated sur- 
taxes the reduction of the normal rate is relatively of greater 
benefit to those with small or moderate incomes than to those 
with larger incomes. Income from dividends would receive no 
benefit, since dividends are not subject to the normal tax, but 
those who receive dividends would of course benefit from the 
reduction of the corporation tax rate. 

The fact that the calendar year basis of taxing incomes does 
not coincide with the fiscal year of the Government increases 
the difficulties of adjusting income tax receipts to budget re- 
quirements. A flexible income tax rate is adapted to this situa- 
tion. The income tax receipts may be readily adjusted up or 
down, either by increasing or reducing the normal rate or by 
applying a percentage of surcharge or discount to the amount 
of tax payable as computed under the present law. Either 
method of flexibility may be introduced without giving rise to 
administrative difficulties or in any way complicating the in- 
come tax return. The percentage adjustment, however, in- 
volves the taxpayer in an additional computation, and to avoid 
this, in the present juncture, the method of reducing the normal 
tax rate has been preferred. If flexibility is to be adopted as a 
permanent policy, however, it is possible that the percentage 
adjustment may be found to be not only more equitable but 
more wholesome in its general effect, and this alternative 
method of obtaining flexibility should have the careful consid- 
eration of the Congress in any future adjustments. * * * 


Amendments of Regulations 


RTICLES 811, 812 and 817 of Regulations 74 

are amended by Treasury Decision 4278, VIII-48, 
p. 6, to provide that returns of information as to wage, 
salary, commission, rent, interest and other payments 
of $1,500 or over during the year, as required by these 
articles and subject to the exceptions specified in Arti- 
cles 813-815, should be forwarded to the collector of 
internal revenue for the payor’s own district, instead 
of to the Commissioner, on or before February 15, 
instead of March 15, as under prior regulations. 


Basis for Gain or Loss on Securities Distributed 
in a Reorganization 


Article 600 of Regulations 74 has been amended 
(T. D. 4274, VIII-47, p. 12) to read as follows [changes 
in phrasing indicated by italics] : 

Art. 600. Stock or securities distributed in reorganiza- 
tion.—In the case of stock or securities acquired by a share- 
holder after December 31, 1923, in connection with a transaction 
described in Section 112 (g) and article 576, the basis in the 
case of the stock in respect of which the distribution was made 
shall be apportioned between such stock and the stock or securi- 
ties distributed to the shareholder. The basis for the old shares 
and the new shares or securities shall be determined in accord- 
ance with the following rules: 

(1) Where the stock distributed in reorganization consists 
solely of stock in the distributing corporation and is all of sub- 
stantially the same character and preference as the stock in 
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respect of which the distribution is made, the basis of ea 
share will be the quotient of the cost or other basis of the:o 
shares of stock divided by the total number of the old and ney 
shares. 

(2) Where the stock distributed in reorganization is j» 
whole or in part stock in a corporation a party to the reorgay, 
zation other than the distributing corporation, or where th, 
stock distributed in reorganization is in whole or in part stoci 
of a character or preference materially different from the stock 
in respect of which the distribution is made, or where the: is. 
tribution consists wholly or partly of securities other than sick, 
the cost or other basis of the stock in respect of which. the 
distribution is made shall be apportioned between such stock and 
the stock or securities distributed in proportion, as nearly as 
may be, to the respective values of each class of stock or se. 
curity, old and new, at the time of such distribution, and the 
basis of each share of stock or unit of security will be the 
quotient of the cost or other basis of the class of stock,,or 
security with which such share or unit belongs, divided b- ‘the 
number of shares or units in the class. Within the meaning of 
the foregoing provision, securities are different in class from 
stocks, stocks or securities in one corporation are different in 
class from stocks or securities in another corporation, and, in 
general, any material difference in character or preference or 
terms sufficient to distinguish one stock or security from another 
stock or security so that different values may properly be as- 
signed thereto, will constitute a difference in class. 

(3) Where the stock in respect of which a distribution in 
reorganization is made was purchased at different times and at 
different prices, and the identity of the lots can not be deter- 
mined, any sale of the original stock will be charged to the 
earliest purchases of such stock (see article 58), and any s¢j 
of the stock or securities distributed in reorganization will. 
presumed to have been made from the stock or securities dt- 
tributed in respect of the earliest purchased stock. 

(4) Where the stock in respect of which a distribution in reor- 
ganization is made was purchased at different times and at dif- 
ferent prices, and the stock or securities distributed in reorgani- 
zation can not be identified as having been distributed in respect 
of any particular lot of such stock, then any sale of the stock 
or securities distributed in reorganization will be presumed 
have been made from the stock or securities distributed in .. 
spect of the earliest purchased stock. : 

Article 1599 of Regulations 65 and Article 65 of 
Regulations 69, corresponding to Article 600 of Reguk 


tions 74, were similarly amended. 


Release of Tax Liens 


Treasury Decision 4275 (VIII-47, p. 5) promulgates 
regulations relative to the release of Federal tax liens 
by collectors of internal revenue. Following a restate- 
ment of Section 3186 of the Revised Statutes a 
amended by Section 613 of the Revenue Act of 1928, 
regulations are prescribed as follows: 

The collector of internal revenue to whom is charged a 
assessment in respect of any internal-revenue tax shall issue 4 
certificate of release of the tax lien whenever he finds that the 
liability for the amount assessed (together with all interest m 
respect thereof) has been satisfied or has become unenforceable. 
The word “unenforceable” as here used means unenforceable ai 
a matter of law, and not merely uncollectible or unenforceable 
as a matter of fact. Tax liabilities frequently are unenforceable 
in fact for the time being, due to the temporary nonpossession 
by the taxpayer of discoverable property or property rights. In 
all cases the liability for the payment of the tax continues until 
satisfaction of the tax in full or until the expiration of the 
statutory period for collection including such period as the tax- 
payer by consent in writing may agree with the Commissioner 
shall constitute the time within which the tax assessed may law- 
fully be collected. Collectors should continue to investigate 
carefully all cases of delinquent taxpayers where notice of lien 
has been filed with a view of obtaining, before the expiration 
‘of the collection period, such written consent for the extension! 
of the collection period, whenever it is reasonably possible that 
the taxpayer may, in the future, acquire property or property 
rights from which the tax liability may be satisfied. 

The collector may in his discretion issue a certificate of re- 
lease of the tax lien if he is furnished and accepts a bond that 












is conditioned upon the payment of the amount assessed (tof 
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‘0 Bibither with all interest in respect thereof) within the time 
ney agreed upon in the bond but not later than 6 months prior to the 
_. Hexpiration of the statutory period for collection including any 
IS. M-criod for collection agreed upon in writing by the Commis- 
gax:, MH oner and the taxpayer. The form of any bond so furnished 
> th Mhall be the standard form (Form 1131), entitled “Bond for Re- 
Stocl Bdease of Federal Tax Lien,” and shall be executed by a surety 
stock HEcomnany holding a certificate of authority from the Secretary 

“it 'S- oie Treasury as an acceptable surety on Federal bonds. 
Hick, 1e collector may also in his discretion issue a certificate of 
t- the M discharge of any part of the property subject to the tax lien if 
? and Mhe finds that the fair market value of the part of the property 
ly asf not released from such lien is at least double the amount of the 
Y Se-M existing liability in respect of such tax plus double the amount 
d the @ of all liens prior to that of the tax lien. In general, fair mar- 
é the M@ket value is that amount which one ready and willing but not 
-h:.or HH ce npelled to buy would pay to another ready and willing but 
. the Hi not Gompelled to sell the property. Collectors must be conserva- 
ng of Mtive’ in determining property values and should make careful 

from inquiry with respect thereto. 

mt inf. In cases where the collector issues a certificate of release of 
id, in tax lien and at the same time an extension of time is granted 
ce or@for the payment of the deficiency in tax pursuant to the pro- 
vother M visions of section 272 (j) of the Revenue Act of 1928 or section 
é OS- 9274 (k) or 308 (i) of the Revenue Act of 1926, a single bond 
_. EEmay be accepted by the collector conditioned upon the payment 
On inf of the amount assessed (together with all interest in respect 
ind at thereof) in accordance with the terms of the extension and not 
deter- B later than 6 months prior to the expiration of the statutory 
O the Bperiod for collection including any period for collection agreed 
y Sa Bion in writing by the Commissioner and the taxpayer. Form 
ill:}; # 31, hereinbefore mentioned, shall be used in these cases and 
S$ di & shall be modified to meet the circumstances. Where a certificate 
of release of the tax lien has been issued by the collector, and 
\reot- the bond furnished to and accepted by the collector fully pro- 
at dif B tects the interests of the United States with respect to the tax 
rgaili- B assessed, no additional bond will be required by the Commis- 
espect B sioner as a condition to the granting of an extension of time for 
stock the payment of the deficiency in tax under the provisions of 
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section 272 (j) of the Revenue Act of 1928 or section 274 (k) 
or 308 (i) of the Revenue Act of 1926. 


Returns of Information as to Dividend Payments 


An amendment of rules relating to returns of infor- 
mation as to payments of dividends was made by 
Treasury Decision 4277 (VIII-48, p. 7), the text of 
which, with changes shown in italics, follows: 

Income Tax.—Returns of Information as to Payments of 
Dividends to be Filed not later Than February 15 of the 
Following Year.—Section 149 of the Revenue Act of 1928 
provides that every corporation subject to income tax shall, 
when required by the Commissioner, render a correct return, 
duly verified under oath, of its payments of dividends, stating 
the name and address of each shareholder, the number of shares 
owned by him, and the amount of dividends paid to him. In 
accordance with this section of the Act, returns of information 
in respect of dividend payments shall be rendered for the calen- 
dar year 1929 and_each calendar year thereafter as follows: 

(a) Except as provided in paragraph (b) below, every 
domestic or resident foreign corporation and every nonresident 
foreign corporation having a fiscal or paying agent in the United 
States, not specifically exempt from taxation, making payments 
of dividends and distributions out of its earnings or profits ac- 
cumulated since February 28, 1913, (other than stock dividends 
or distributions in liquidation) to any shareholder who is an 
individual (citizen, resident, or nonresident alien), a fiduciary, 
or a partnership, amounting to $500 or more during the calen- 
dar year, shall render an information return on Forms 1096 and 
1099 for the calendar year 1929 and each calendar year there- 
after. A separate Form 1099 must be prepared for each share- 
holder, upon which will be shown the name and address of the 
shareholder to whom such payment was made, and the amount 
paid. These forms, accompanied by letter of transmittal on 
Form 1096 showing the number of Forms 1099 filed therewith, 
shall be forwarded to the collector of internal revenue for the 
district in which the corporation has its principal office or place 
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of business, on or before February 15 of the following year. 

(b) In cases where distributions are made from a depletion 
or depreciation reserve, or which for any other reason are 
deemed by the corporation te be nontaxable or partly nontaxable 
to its shareholders, the corporation will first fill in the informa- 
tion on the reverse side of Form 1096 and forward this form to 
the Commissioner of Internal Revenue, Sorting Section, Wash- 
ington, D. C., not later than February 1 of the following year. 
Upon receipt of this information the Commissioner will deter- 
mine and advise the corporation by letter whether any portion 
of such distribution is subject to tax. The corporation after re- 
ceiving this letter will then properly prepare for each share- 
holder a Form 1099, which shall be forwarded with Form 1096 
to the Commissioner of Internal Revenue, Sorting Section, 
Washington, D. C., not later than thirty days after such letter 
is recetved. 

In any case where it is impossible to file the return within the 
time herein prescribed, the corporation may, upon a showing of 
such fact, obtain a reasonable extension of time for filing the 
return. The request for the extension of time must be forwarded 
to the collector on or before the date prescribed for filing the 
return, 

Treasury Decision 4236 (C. B. VII-2, p. 71), in so far as it 
is inconsistent with the provisions of this Treasury Decision, is 
hereby revoked. 


Significant Decisions of the Board 
of Tax Appeals 


Affiliation.—All of petitioner’s property and business was 
used and operated during the taxable year 1921 by its lessee 
under a 99-year lease, such lessee also being the owner of 
44 per cent of its capital stock and an additional 18.56 per 
cent of such stock being owned or controlled by stock- 
holders of the lessee. Approximately 38 per cent of peti- 
tioner’s voting stock was owned during that year by stock- 
holders having no connection or community of interest with 
the lessee but who made no effort to contest the latter’s 
control of petitioner’s business and policies and such of 
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them as participated in the stockholders’ meeting of that 
year voluntarily gave their proxies to the lessee. Held 
that the lessee did not own or control substantially all of 
the petitioner’s stock during the taxable year in question.— 
Old Colony Railroad Co. v. Commissioner, Dec. 5642 [C. C. 
H.], Docket No. 18813. 


Business Expense.—An amount paid by the petitioner in 
1920 to the Association of Railway Executives, of which it 
was a member, to cover the petitioner’s share of an adver- 
tising campaign carried on by the Association in 1919 and 
1920 “to create a body of intelligent public opinion favor- 
able to the railroads of the country and to avert the enact- 
ment of legislation unfavorable or injurious to them” was 
held to be deductible from gross income as an ordinary and 
necessary business expense.—Los Angeles & Salt Lake Rail- 
road Company v. Commissioner, Dec. 5620 [C. C. H.], Docket 
No. 21741. There were no dissents from this opinion. 























The petitioner operated a large farm and trucking busi- 
ness. Serious labor troubles occurred which made it neces- 
sary for him to engage private detectives to guard his 
property. Held, that the amount of $60,194.07 paid out for 
detective hire in 1921 is deductible as a business expense. — 
Carlos W. Munson v. Commissioner, Dec. 5634 [C. C. H.], 
Docket No. 16562. 


Capital Expenditures.—The transfer of the deposit ac- 
counts of one banking institution to another and of suf- 
ficient assets to cover the deposit liabilities thus assumed 
by the transferee bank and the payment by it of a consid- 
eration for such transfer was in the nature of a purchase 
of valuable custom or good will and did not constitute an 
ordinary and necessary expense of doing business within 
the meaning of Section 234 (a) (1) of the Revenue Act of § 
1921.—Union National Bank v. Commissioner, Dec. 5694 
[C. C. H.], Docket No. 30264. 

Deficiency Assessments—Collection.—A deficiency, notice 
of which was sent to taxpayer, and which deficiency is in 
part due to an erroneous refund will not be increased by an 
amount equal to the interest paid by Commissioner at time 
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of making refund, though motion to do same is timely 
made. 

Interest paid by the Commissioner to taxpayer at time 
of making an erroneous refund which later forms in part 
the basis of a deficiency is not an amount “otherwise re- 
paid” under the terms of Section 307 (1) of the Revenue 
Act of 1926. 

Nor does such interest fall within the provisions of Sec- 
tion 308 (e) of the Revenue Act of 1926, which provides 
that the Board shall have power “to determine whether any 
additional amount or addition to the tax should be as- 
sessed”.—Joseph P. Levy et al., Executors, Estate of Achille 
Levy, v. Commissioner, Dec. 5655 [C. C. H.], Docket No. 
20462. Green and Love, members of the Board, dissented. 

Depreciation—Exhaustion.—A claim by a corporation for 
exhaustion of the right to use the name of a predecessor 
partnership as part of the corporate name for three years 
after the retirement of the partners from the corporation, is 
denied on the grounds that there is no evidence upon which 
a segregation can be made of the cost of the alleged trade 
name and the cost of the intangible asset good will acquired 
simultaneously and compositely with the trade name; that 
the evidence did not justify allocation of the entire cost to 
the trade name; that the circumstances under which the 
right was acquired raised a doubt under the local law 
respecting the right to prevent the corporation from using 
its established name after the right granted had expired; 
and that it was possible for the corporation, during the 
three year period following retirement, to adjust itself to a 
new name, take steps to retain the substance of its invest- 
ment and protect itself against the loss which the exhaus- 
tion deduction contemplates—Marc Eidlits & Son, Inc. Vv. 
Commissioner, Dec. 5626 [C. C. H.], Docket Nos. 22251, 
24711, 28952, 37180. 

Dividends, Taxation of —Where a corporation organized 
on January 1, 1923, pays a dividend on May 22, 1923, in 
excess of the amount of its earnings to that date, to the 
extent of the excess the stockholders have not received 
dividends within the meaning of Section 201 (a) of the 
Revenue Act of 1921, and this excess should be applied in 
accordance with Section 201 (c). This is so regardless of 
the fact that the corporation resulted from the consolida- 
tion of two predecessor corporations thereafter dissolved, 
which had earnings accumulated since February 28, 1913, 
more than sufficient to pay this balance of the dividend.— 
Irving S. Robeson v. Commissioner; George M. Robeson v. 
Commissioner; Emma H. Robeson v. Commissioner; Robert 
H. Robeson v. Commissioner, Dec. 5650 [C. C. H.], Docket 
Nos. 22126, 26267, 26268, 26269. 

Income—Lessee’s Transactions in Leased Properties.— 
Under the terms of a 99-year lease of all of its property, 
petitioner granted to the lessee the right to dispose of items 
of the leased property no longer necessary, in the opinion 
of the lessee, to the use of the property, the lessee being 
obligated, in the case of such disposals, to replace such 
property before or at the expiration of the lease with other 
property of an equal value. The proceeds of such sales 
were received and retained by the lessee, and the latter 
made the replacements as provided. The Board held that 
irom such sales during the taxable year 1921 petitioner 
derived no income, their effect as to it, being merely an 
unrealized appreciation in value of its reversion in the 
leased property as a whole——Old Colony Railroad Co. v. 
Commissioner, Dec. 5642 [C. C. H.], Docket No. 18813. - 

Income, Taxable.——The petitioner owned substantially all 
of the stock of a corporation of which he was president. 
During the years 1922 and 1923 the corporation paid the 
Premiums on certain life insurance policies issued on the 
life of the petitioner in which the corporation was not 
named as beneficiary. The Board held that the premiums 
paid by the corporation on such policies constituted taxable 
income to the petitioner for the years involved.—George 
Matthew Adams v. Commissioner, Dec. 5664 [C. C. H.], 
Docket No. 27799. 

Interest Paid on Erroneous Refunds—Recovery of by 
Government.—See decision in case of Joseph P. Levy et al., 
“tecutors, Vv. Commissioner above under heading “Defi- 
Clency Assessments—Collection.” 

Invested Capital—On January 15, 1917, Corporation A 
formed Corporation B with a capital stock of $100,000 and 
transferred to it a part of its (A’s) assets, having a value 
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of $1,344,355.28, in consideration for the issuance to Cor- 
poration A of the entire capital stock of Corporation B, 
thereby creating an affiliation of the two corporations. The 
statutory cost for invested capital purposes to A Corpora- 
tion of the assets transferred to B Corporation was much 
less than their value on January, 1917 when the transfer 
was made. The Board held that by the transaction in 
question the consolidated group merely acquired a part 
of its own capital stock and, therefore, in a determination 
of consolidated invested capital for 1918 and 1919 such 
invested capital may not be considered as having been 
affected thereby.—Golden Cycle Mining and Reduction Com- 
pany and Pikes Peak Consolidated Fuel Company v. Commis- 
stoner, Dec. 5611 [C. C. H.], Docket No. 16378. 

Jeopardy Assessments.—Deficiency for 1921 is held not 
to be determined or assessed and notice not given where a 
taxpayer is notified by an unregistered letter on February 
25, 1926, that a jeopardy assessment has been made under 
the 1924 Act, but assessment is not actually made until 
February 27, 1926, after the passage of the 1926 Act and 
the taxpayer is not notified within 60 days as required by 
Sec. 279, 1926 Act. The appeal is therefore dismissed for 
want of jurisdiction—American Felt Co. v. Commissioner, 
Dec. 5699 [C. C. H.], Dkt. 14882. 


Losses.—Petitioner’s mother-in-law, solely at the instance 
of petitioner, purchased certain securities at which time 
petitioner stated to her that should she sustain a loss by 
reason of such purchase he would reimburse her accord- 
ingly. Held, that under the loss provisions of section 214 
of the 1921 Act, the petitioner is not entitled to deduct the 
amount he paid his mother-in-law in 1922 for the losses 
she sustained in that year.—Phillips Lee Goldsborough v. 
Commissioner, Dec. 5621 [C. C. H.], Docket No. 24818. 


Whether or not a loss is sustained by the taxpayer in any 
particular year as the result of the demolition of the whole 
or part of a building, must be decided in the light of the 
facts in any given case and any presumption arising from 
the act of the taxpayer in proceeding to raze the building 
and erect a new one, that taxpayer sustained no deductible 
loss, is rebutted by showing that the purpose of taxpayer in 
so purchasing the building was with a view of its actual use 
for a fixed and definite purpose, and that he did not thus 
use it because of latent defects which were not discovered 
at the time of purchase and had to demolish a good part of 
same on that account.—Parma Company v. Commissioner, 
Dec. 5681 [C. C. H.], Docket No. 14553. 

Procedure in Board Hearings.—Where several issues are 
raised by the pleadings and one of them is expressly with- 
drawn by petitioner at the opening of the trial and the evi- 
dence is directed to the remaining issues, the issue with- 
drawn will not be considered, even though the withdrawal 
was based upon a misunderstanding of the law.—Marc Eid- 
lits & Son, Inc. v. Commissioner, Docket Nos. 22251, 24711, 
28952, 37180. 

Statute of Limitations.—Where a corporation keeping its 
accounts on the basis of a fiscal year ended March 31, 
makes a return for a period from April 1, 1920 to Decem- 
ber 31, 1920, but makes no return for the period from 
January 1, 1921 to March 7, 1921, the date of its dissolu- 
tion, such return is insufficient to start running the statute 
of limitations on the later period—Norwich Woolen Mills 


Corporation v. Commissioner, Dec. 5647 [C. C. H.], Docket 
No. 23375. 


Tax-exempt Corporations.—A corporation organized and 
operated solely for the purpose of providing annuities for 
superannuated secretaries of the Y. M. C. A., which de- 
rives its funds from public contributions and from volun- 
tary contributions by associations and employees of the 
Y. M. C. A., no part of the net earnings of which inures to 
the benefit of any private shareholder or individual, is 
exempt from taxation under the provisions of Section 231 
of the Revenue Act of 1926.—The Young Men’s Christian 
Association Retirement Fund, Inc. v. Commissioner, Dec. 5618 


[C. C. H.], Docket Nos. 36261, 41599. 


Tenancy by the Entirety—Distribution of Taxable In- 
come.—Petitioner and her husband acquired real estate in 
the State of New York as tenants by the entirety. Shortly 
prior to the husband’s death, they entered into a contract 
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for the sale of the property, part consideration being paid 
at the time and wife making deed to the property after 
husband’s death. The Board held that only one-half of 
net profit is taxable income to wife of the deceased.— 
Mollie Shaffran v. Commissioner, Dec. 5608 [C. C. H.], 
Docket No. 29987. 

Trust Estates—Taxation of Beneficiaries—The Board 
held that where a ‘eneficiary of a life interest in a trust 
estate assigned a portion thereof irrevocably and by an 
enforceable instrument, the grantor is not taxable on the 
income subsequently accruing on the assigned portion of 
the trust estate—Edward T. Blair v. Commissioner, Dec. 
5610 [C. C. H.], Docket No. 25684. 

Valuation of Stock.—The petitioner purchased the assets 
of a department store business for a price payable in cash, 
notes, and preferred stock of a corporation organized by 
himself and other department heads; these assets he then 
transferred to the corporation in consideration of its dis- 
charge of his obligations in cash and preferred stock to the 
original vendor and the issuance to him of preferred and 
common stock of the par value of $5,000 and $30,000, re- 
spectively, above the value of property exchanged therefor. 
The sale of common stock was limited, by by-law, to cor- 
poration’s employees and, by incorporators’ agreement, to 
department heads. One sale at par was made to depart- 
ment head after incorporation; an offer to purchase from 
an outsider was rejected. The department heads and other 
employees had purchased to their capacity and further 
efforts of the corporation to dispose of stock were unsuc- 
cessful. Held, since restrictions on disposition, whether or 
not enforceable, did in fact limit sales to exhausted market, 
the common stock acquired by petitioner had no readily 
realizable market value within the meaning of section 202, 
Revenue Act of 1921—Herbert W. Eldredge v. Commis- 
sioner, Dec. 5624 [C. C. H.], Docket No. 20541. 

Waivers.—A waiver signed under threat that a fraud 
penalty would be asserted and additional assessments 
thereon would be made was held by the Board to have 
been signed under duress and therefore invalid.—Alfred J. 


Diescher v. Commissioner, Dec. 5658 [C. C. H.], Docket No. 
13121. 


The Consolidated Return—1929 Model 
(Continued from page 17) 


Regulations 75 might also justify the Commissioner’s 
application of Section 45.” 


Regulations 75 an Administrative Experiment 

Regulations 75 may be viewed as an important and 
far reaching experiment in the field of Federal tax 
administration. As previously pointed out, they pre- 
sent the Commissioner’s first production of legislative 
regulations en masse. In few instances has the Com- 
missioner been vested with such discretionary authority 
as that granted him by Section 141 (b) and exercised 
in the promulgation of Regulations 75. If Congress 
does not incorporate Regulations 75 in the next revenue 
act, the success of the Commissioner’s application of the 
new consolidated return provisions of the law may be 
determinative of a Congressional extension to other 
technical subjects of the Act of the principles involving 
the delegation of legislative power to administrative 
officers. The criticism that the consolidated returns 
sections of previous revenue acts were vague and in- 
complete can also be directed toward other highly com- 
plicated provisions of the present Act. Section 141 (b) 
and Regulations 75 have freed consolidated returns 
from the shackles of indefiniteness and uncertainty and 
in all probability will be favorably accepted by the vast 
majority of affiliated corporations, notwithstanding the 
fact that the Commissioner has asked them to 
consent to some rather strict requirements as 2 
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condition precedent to the filing of consolidated 
returns. Considering the subject matter of Regula- 
tions 75 and the historical and political factors sur- 
rounding their issuance it can fairly be said that the 
rules and policies detailed therein do not reflect an abuse 
by the Commissioner of the discretion vested in him by 
Congress. To date the main criticism of Regulations 75 
has been that they are complicated. True as this may 
be, it must be borne in mind that the subject matter of 
the regulations is, of itself, one of the most complicated 
in the act. It is difficult to understand how taxpayers 
can object to the definite and detailed treatment of such 
an involved subject as that accorded consolidated return 
problems in Regulations 75. As a pioneer edition of 
exhaustive legislative regulations they incorporate all 
of the desirable features which most reasonable persons 
might desire except, perhaps, an appropriate theme song, 
and that is left to the imaginations of the taxpayers. 


Taxable Income from Partnerships 
(Continued from page 10) 

ciently great to include them. It is not mathematically 
possible to determine proportions in a total for all the 
partners made up in part of losses and in part of gains. 
The following suggestions are offered not because they 
are in any way inevitable from the facts, but simply 
| because they seem less objectionable than other possible 
solutions, such as the distribution of the dividends and 
similar items among all the partners simply on the 
_ basis of percentages which they would take in the profits 

or losses after salaries and interest on capital. 

In the first case above described, viz., the one in 
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which there is some partnership income but less than 
the amount which certain partners must report because 
they received capital from other partners, it seems a 
reasonable and practical rule to apportion the divi- 
dends among the partners actually receiving the partner- 
ship income in the same proportions in which that in- 
come is divided among them. For determining this 
result the part of the income reported by each part- 
ner which comes from the capital of the partners hav- 
ing losses for the year should be excluded because, as 
already indicated, partners’ capital cannot be of the 
nature of dividends. 

In the second case, viz., the one in which there is no 
net income of the partnership, but certain partners have 
to report income, by distribution of dividends among 
such partners in proportion to the income they report 
the dividend credit is at least confined to the individuals 
whose income is actually increased through their con- 
nection with the partnership. 

In the third case in which the partnership shows a 
loss in which all the partners share, although as already 
stated there obviously is no net addition to their income 
because of dividends received by the partnership, yet 
if they are to be allowed a credit for dividends in ac- 
cordance with the prevailing practice, it is fair to dis- 
tribute the dividends in proportion to their shares in 
the loss. In this connection the phrase “their share in 
the loss” signifies not the percentages they would take 
in the accounting after salaries and interest on capital, 
but the percentages which they take applying all the 
factors of distribution, viz., credits for salary and in- 
terest on capital and debits for losses. It seems clear, 
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as held by the Board in the Blake case, above referred 
to, that salaries and interest on capital are just as much 
factors in the determination of shares in the results of 
the partnership operation’ as the final percentage used 


under the partnership agreement for distribution of 
so-called profits and losses. 


Any solution of the last problem suggested as to 
distribution in cases in which there are losses by the 
partners, is hardly to be expected through modification 
of the statute, because the statute is workable in the 
usual case where income is divided among all the part- 
ners. When the full problem involving losses of some 
partners and gains of others is put before the Board 
of Tax Appeals or the courts in a case necessitating dis- 
tribution of dividends, non-deductible expense, etc., 
some more or less arbitrary but practically workable 
rule will have to be adopted. There is no solution, in 
the opinion of the writer, which is logically inevitable. 

In the ordinary case of profit in which all the part- 
ners share, the distribution of income and the distribu- 
tion of special items like dividends, non-deductible ex- 
pense, etc., should be based on the total net credit of 
each partner in the accounts produced by (1) the credit 
for salary, (2) the credit for interest on capital and (3) 
the credit or debit for share in profit or loss after sal- 
aries and interest on capital, all these factors being 
combined to produce one percentage of the total results 
of the partnership operations. 


Court Decisions 
(Continued from page 23) 
Circuit Court of Appeals, Sixth Circuit, in The Cleveland 
Railway Company v. Commissioner of Internal Revenue. No. 
5213. Decision of Board of Tax Appeals on this issue, 10 B. T. 
A. 310, reversed. 

Jeopardy Assessments.—Where the statutory period for 
assessment of a deficiency for 1921 is about to expire, the 
Commissioner may proceed under Sec. 274 (a) and (b) of 
the 1924 Act by sending a 60-day letter or under Sec. 274 
(d) of the 1924 Act by making a jeopardy assesssment, the 
imminent expiration of the period of limitations constituting 
a ground for such assessment which is not a matter of in- 
quiry by the Board, and subsequent revision downward of 
such assesssment will not constitute a new assessment made 
after the running of the statute—United States Circuit 
Court of Appeals, Seventh Circuit, in Henry Veeder v. Com- 
missioner of Internal Revenue. No. 4090. Oct. term, 1929. 
Decision of Board of Tax Appeals, 10 B. T. A. 884, affirmed 
in effect. 

Judgments by Default—Board of Tax Appeals.—Failure 
of the Commissioner, within the time prescribed by the rules 
of the Board, to file an answer to a petition before the 
Board does not warrant a judgment by default, inasmuch 
as the filing of the petition imposed upon the Board the 
duty of proceeding with the case, whether the Commissioner 
answered the petition or not—Court of Appeals of the Dis- 
trict of Columbia in Board of Tax Appeals v. United States 
of America, on the relation of Shults Baking Company, a body 
corporate. No. 4921. Judgment of Supreme Court of District 
of Columbia reversed. 

Jurisdiction of the Board of Tax Appeals.—The Board is 
held to have had jurisdiction to redetermine deficiencies for 
1921 and 1922 where the Commissioner’s letter relative to 
deficiencies included those years and where the appeal 
stated that those years were included in the taxes in con- 
troversy, even though no specifications relative thereto were 
contained in the petition—Court of Appeals of the District 
of Columbia in Fridolin Pabst v. Robert H. Lucas, Commis- 
sioner of Internal Revenue. No. 4791. Decision of Board of 
Tax Appeals, 6 B. T. A. 843, affirmed. 

Leases, Depreciation of.—Lessee of a hotel under a 99- 
year lease is held not entitled to deduction for depreciation, 
on authority of Weiss v. Wiener, 279 U. S. 333.—United States 
Circuit Court of Appeals, Seventh Circuit, in The Brevoort 
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Hotel Company v. Mabel G. Reinecke, as Collector. No. 4112 
Oct. term, 1929. Decree of District Court affirmed. 

Lessees—Allowances for Exhaustion.—A lessee is not 
authorized to deduct amounts set aside as a reserve for the 
exhaustion of property belonging to the lessor, which, under 
the lease, the lessee is required to replace. Having no capi- 
tal investment in the property, the lessee is not entitled to a 
deduction for wear and tear.—Court of Appeals of the Dis- 
trict of Columbia in The Belt Railway Company of Chicago 
v. Commissioner of Internal Revenue. No. 4814. Decision of 
Board of Tax Appeals, 9 B. T. A. 304, affirmed. 

Losses.—Notes rejected in 1921 by the State insurance 
examiner as admissible assets and thereafter carried as 
“bills receivable,” a nonadmissible item, are not deductible 
by a casualty insurance company as bad debts, such evi- 
dence not establishing that the notes were ascertained to be 
worthless and charged off during the year. 

The “net addition required by law to be made * * * to 
reserve funds” allowable as a deduction under Section 234 
(a) (10) (a) of the 1918 Act, and to “loss claims” and “un- 
earned premiums” reserves is the excess of the amount of 
the reserves at the end of the year over that at the begin- 
ning of the year, without reducing the opening reserves by 
losses paid during the year, such losses being deductible 
under Section 234 (a) (4). 

Where no reserve, although required to offset a loss paid 
in 1920, had in fact been held or set up, an addition to a 
reserve required by law is disallowed a casualty insurance 
company.—United States Circuit Court of Appeals, Eighth 


Circuit, in Western Surety Company v. Commissioner. No. 
8589. 
















































No deductible loss was sustained on the sale in 1917 of 
property acquired prior to March 1, 1913, at a sales price 
less than cost but greater than the March 1, 1913, value— 
United States Circuit Court of Appeals, First Circuit, in 
Malcolm E. Nichols, Collector, v. Sumner Smith, Executor. 
No. 2356. Oct. term, 1929. Decision of District Court, 28 Fed. 
(2d) 629, reversed. 









The exchange by the stockholder of an association of his 
shares therein together with cash for the shares of a suc- 
cessor corporation is held not to have resulted in deductible 
loss, pursuant to the provisions of Section 202 (b) of the 
1918 Act relative to nontaxable exchanges incident to reor- 
ganizations.—United States Circuit Court of Appeals, First 
Circuit, in George L. De Blois et al., Execttors, v. Commis- 
stoner of Internal Revenue. No. 2346. Decision of Board of 
Tax Appeals, 12 B. T. A. 1138, affirmed. 












No deductible loss was sustained by a corporation which 
sold its stock at a net price of the difference between par 
and the amount paid the purchaser under a contract provid- 
ing for sale at par and the payment of a designated amount 
to the purchaser for services.—Court of Appeals of the Dis- 
trict of Columbia in Corning Glass Works v. Commissioner 
of Internal Revenue. No. 4860. Decision of Board of Tax 
Appeals on this issue, 9 B. T. A. 771, affirmed. 

















An amount expended in excess of the insurance received 
in restoring a building partly destroyed by fire in 1920 is not 
deductible as repairs, such expenditures being in the nature 
of capital expenditures, nor is any part thereof deductible 
as a loss in the absence of proof of loss, such as the salvage 
value of the property after the fire—United States Circuit 
Court of Appeals, Second Circuit, in Joseph E. Hubinger V. 
Commissioner of Internal Revenue. Decision of Board of Tax 
Appeals, 13 B. T. A. 960, affirmed. 





The excess of losses sustained over income received by 
an individual in 1919 is not deductible as a “net loss” from 
1918 or 1920 income where the evidence shows that the 
losses did not result from the operation of a business regu- 
larly carried on by him, as required by Section 204 (a) of 
the 1918 Act.—Court of Appeals of the District of Columbia 
in Fridolin Pabst v. Robert H. Lucas, Commissioner of Internal 
Revenue. No. 4791. Decision of Board of Tax Appeals, 6 
B. T. A. 843, affirmed. 


Mines—Valuation for Invested Capital and Depreciation. 
—For purposes of invested capital and depreciation in 1918, 
mine slopes may be valued at the actual cost to the tax- 
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payer up to the beginning of the taxable year, and for the 
same purposes tenant dwelling houses may be considered at 
their actual depreciated value.—District Court of the United 
States, Northern District of Alabama, So. Div. at Birming- 
ham, in Little Cahaba Coal Company, a Corporation, v. W. E. 
Snead, Collector. At Law. No. 3496. 

Net, Loss.—An individual who is the sole stockholder of a 
corporation engaged in the business of buying, selling and 
renting real estate, may not include in the net loss deducted 
on his individual returns under Section 206 of the 1924 Act 
a loss sustained on the sale of a house and lot purchased in 
his own name, since the loss did not result from a trade or 
business regularly carried on by him.—Court of Appeals of 
the District of Columbia in Louis Goldberg v. Commissioner 
of Internal Revenue. No. 4821. Decision of Board of Tax 
Appeals, 9 B. T. A. 1355, affirmed. 

Partnership Income.—The reduction of 25 per cent in 
1923 taxes provided by section 1200 (a) of the 1924 Act is 
held to be applicable to that portion of partnership income 
taxable at 1923 rates reported in a return for the calendar 
year 1924, notwithstanding the Board’s decision in the Colip 
case, 5 B. T. A. 123, and many similar cases.—District Court 
of the United States, Dist. of Mass. in Arthur N. Maddison 
v. Thomas W. White. Law No. 3036. 


A partnership agreement providing that at the death of 
one of the partners business shall be carried on by the sur- 
viving partners, payment of the distributive share of the de- 
ceased partner in partnership profits being made to his 
estate for two succeeding years, does not make the estate 
a member of the partnership in the absence of a provision 
for sharing losses and a voice in the management, and all 
partnership profits for those years are income to the surviv- 
ing partners. —United States District Court, Eastern Dist. 
of New York, in Walter S. Benedict v. Warren G. Price, Col- 
lector of Internal Revenue. 

Personal Service Classification.—Personal service classi- 
fication is held not applicable to a live stock commission 
business, the evidence showing that capital was a material 
income-producing factor.—United States Circuit Court of 
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Appeals, Tenth Circuit, in Prey Brothers Live Stock Com- 
mission Company v. Commissioner of Internal Revenue. No. 
19. Oct. term, 1929. Decision of Board of Tax Appeals, 9 B. 
T. A. 534, affirmed. 


Personal service classification is denied for 1919 and 1920 
to a corporation dealing in bananas, where more than 50 
per cent of the gross income consists of profits derived from 
trading as a principal.—United States Circuit Court of Ap- 
peals, First Circuit in G. Angelo & Co. et al. v. Commissioner 
of Internal Revenue. Decision of Board of Tax Appeals, 12 
B. T. A. 460, affirmed. 

Property Exchanges.—The exchange by a taxpayer on 
the cash basis of stock in a Louisiana corporation, a con- 
tract to receive royalties, and an interest in an oil lease, for 
bonds of a New York corporation organized to take over 
the Louisiana corporation (each exchange held on the evi- 
dence to be a separate transaction) resulted (a) in taxable 
gain on the exchange of the contract and the interest in the 
oil lease, in the difference between their cost and the fair 
market value of the bonds, and (b) in neither gain nor loss 
on the exchange of the stock since the aggregate par value 
of the bonds received was less than that of*the stock ex- 
changed. 

The action of the Board of Tax Appeals in rejecting 
claims for depreciation on an oil lease and equipment and 
a loss on stock because of insufficient evidence in each case 
is sustained.—Court of Appeals of the District of Columbia 
in Estate of John B. Atkins, Deceased, v. Robert H. Lucas, 
Commissioner of Internal Revenue. No. 4842. Decision of 
Board of Tax Appeals, 9 B. T. A. 140, affirmed. 

Recovery of Taxes, Suit for—Suit for recovery of taxes 
is precluded where paid pursuant to an offer in compromise 
“in full settlement and compromise” of all civil and criminal 
liability in connection with taxes for certain years, accepted 
by the Government, the provision in the offer that neither 
the offer of compromise nor any payment made or action 
taken thereunder “shall be used as an admission by, or offer 
in evidence against” the taxpayers “in any future action or 
proceeding of any nature whatsoever” being repugnant to 
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the general purpose of the contract and not enforceable. 

Suit may not be maintained for recovery of taxes paid in 
1920 pursuant to an offer in compromise, held to have been 
paid voluntarily and without* protest—Court of Claims of 
the United States in Amy H. Du Puy v. The United States. 
No. E-208. 


Suit for recovery of taxes is precluded where the taxes 
were paid pursuant to an offer in compromise “in full set- 
tlement and compromise” of all civil and criminal liability in 
connection with taxes for certain years, the offer having 
been accepted by the Government. A provision in the offer 
that neither the offer nor any payment made or action taken 
thereunder “shall be used as an admission by, or offer in 
evidence against” the taxpayers “in any future action or 
proceeding of any nature whatsoever” is held repugnant to 
the general purpose of the contract and therefore unen- 
forcible—Court of Claims of the United States in Herbert 
Du Puy v. The United States. No. E-209. 


Amount of tax paid for 1919 erroneously refunded with 
interest in 1925 may be recovered by the United States, the 
action being rought not for the recovery of a tax but for 
the recovery of monies erroneously refunded to the defend- 
ant out of the Treasury of the United States.—United States 
District Court, District of South Dakota, in United States 
v. Mary C. Bartron. No. 197. 


Reorganizations.—A reorganization resulting from pro- 
ceedings in equity on a creditors’ bill for the appointment 
ot a receiver is held to be a reorganization within the mean- 
ing of Section 202 (b) of the 1918 Act.—United States Cir- 
cuit Court of Appeals, First Circuit, in George L. De Blois 
et al., Executors, v. Commissioner of Internal Revenue. No. 
2346. Decision of Board of Tax Appeals, 12 B. T. A. 1138, 
affirmed. 

Review of Court Rulings—The judgment of the trial 
court is sustained where the record before the appellate 
court shows that no exception was taken by the appellant, 
the rule invoked by the appellant to the effect that a court 
will review a ruling not excepted to in order to prevent a 
plain miscarriage of justice being held to have no applica- 
tion where the testimony offered by the appellant in the 
trial court utterly failed to sustain his contention.—United 
States Circuit Court of Appeals, Ninth Circuit, in Murray 
Hospital, a Corporation, v. C. A. Rasmussen, Collector. No. 
5860. Judgment of lower court affirmed. 


Salaries, Reasonable.—Where the officers of a corporation 
during 1916, 1917, and 1918 were paid fixed salaries plus 
percentages of the profits of the business such payments are 
held deductible as “ordinary and necessary business ex- 
penses,” even though all the profits of the business in excess 
of a dividend of 7 per cent per annum paid to all the stock- 
holders were paid to the officers, it being held that the facts 
showed that the apportionment of salaries was reasonable; 
that the value to the corporation of the services rendered 
was worth the proposed additional compensation; and that 
“the circumstantial facts necessary from which an inference 
could necessarily be drawn that the amounts paid were a 
part of ordinary and necessary expenses are existent here.” 

The original findings of fact in decision handed down in 
1927 are withdrawn and new findings made; the original 
judgment is vacated and set aside and a new judgment en- 
tered in accordance with the conclusion of law and this 
opinion.—Court of Claims of the United States in William 
S. Gray & Company v. The United States. No. E-182. 


Additional officers’ salaries for 1920 and 1921 voted by a 
corporation in 1922, payable in 1922 and 1923 respectively, 
are not deductible from gross income of the year paid nor 
from that of the year to which attributed. Ox Fibre Brush 
Co. v. Blair, 32 Fed. (2d) 42, (Cert. granted, 50 S. Ct. 30) 
not followed.—United States Circuit Court of Appeals, 
Eighth Circuit, in Model Dairy, Inc. v. Commissioner of In- 
ternal Revenue. No. 8482. Nov. term, 1929. Decision of 
Board of Tax Appeals, 13 B. T. A. 545, sustained. 

Section 611 of 1928 Act, Interpretation of—See Court of 
Claims decision in Oak Worsted Mills v. '/nited States under 
heading “Statute of Limitations.” 

Sixty-day Letter—Mandamus to Compel Issue.—A tax- 
payer is held not entitled to a writ of mandamus to compel 
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the Commissioner to issue a 60-day letter and send it by 
mail to the taxpayer indicating therein his final determina- 
tion of tax liability for certain years, where the taxpayer 
took no action to enforce its claim until after the lapse of 
two years, such delay being held to.be “manifest laches.”— 
Court of Appeals of the District of Columbia in Robert H. 
Lucas, Commissioner of Internal Revenue v. United States of 
America, ex rel. Heineman Chemical Company, a Corporation. 
No. 4922. Judgment of Supreme Court of the District of 
Columbia reversed. 


Special Assessment.—The action of the Commissioner in 
denying special assessment under the provisions of either 
section 210 of the 1917 Act or sections 327 and 328 of the 
1918 Act is held to be reviewable only by the Board of Tax 
Appeals and not by a court, on the authority of Williams- 
port Wire Rope Co. v. U. S., 277 U. S. 551.—United States Cir- 
cuit Court of Appeals, Eighth Circuit, in The Live Stock Na- 
tional Bank, Sioux City, lowa, a Corporation, v. The United 
States of America. District Court’s judgment on demurrer af- 
firmed. 

Statute of Limitations——Refund of 1917 tax is held to be 
barred by Section 611 of the 1926 Act, where it appears 
that the tax was assessed within the period of limitation, 
claim in abatement was filed, the collector voluntarily de- 
layed collection, and payment was made after the period of 
limitation, it being held that the action of the collector was 
a “stay” within the.meaning of the statute which is held 
not to contemplate a “legal” stay but that the word shall be 
interpreted in its ordinary sense of “delay,” etc——United 
States Circuit Court of Appeals, Ninth Circuit, in Rex B. 
Goodcell, Former Collector of Internal Revenue of the United 
States of America, in and for the Sixth Collection District, 
State of California, v. R. E. Graham and E. E. Foster, Co-part- 
ners, doing business under the firm name of Millie Francis Oil 


Company, a Co-partnership. No. 5833. Decision of lower court 
reversed. 


The statute of limitations upon assessment begins to run 
on the day of filing of the last calendar year return includ- 
ing the last portion of the fiscal year, where a taxpayer, 
taking off monthly trial balances and. trade statements and 
closing its books on a fiscal year basis, erroneously made its 
1920 and 1921 returns on the calendar year basis. Jeopardy 
assessments made on March 15, 1926, were therefore made 
one day after the statute had run.—United States Circuit 
Court of Appeals, Fifth Circuit, in Willingham Loan and 
Trust Company v. Commissioner of Internal Revenue. No. 5690. 
Decision of Board of Tax Appeals, 15 B. T. A. 931, reversed. 


The filing of a completed, not a tentative, return starts 
the running of the period of limitation on assessment. 

Section 611 of the 1928 Act is held to have been designed 
to obviate the effect of the New York and Albany Lighterage 
Co. decision, 273 U. S. 346, by providing that where the col- 
lection of a tax, timely assessed prior to June 2, 1924, was 
stayed by the filing of a claim in abatement and the tax was 
collected after the statutory period, recovery is barred, the 
word “stayed” to be applied in its ordinary sense. It is 
therefore held that a suit for the recovery of a tax so as- 
sessed and collected should be dismissed, the statute not be- 
ing unconstitutional as depriving the taxpayer of a vested 
right because such right if acquired at all was by virtue of 
the statute of limitations and may be removed under the 
complete authority of the legislative branch of the Govern- 
ment to determine “when, how, and where the Government 
shall be sued and whether it can be sued at all.”—Court of 
Claims of the United States in Oak Worsted Mills, a Cor- 
poration, v. The United States. No. G-180. 

Stock Rights—Valuation.—The value of the right to pur- 
chase at par stock having a fair market value of more than 
par, such right having been acquired with cash as considera- 
tion for the surrender of shares of stock of another corpora- 
tion, should be included as part of the proceeds in comput- 
ing gain from the surrender of the stock. The value of the 
right is the difference between the fair market value of the 
stock to be purchased and its par value-—Court of Appeals 
of the District of Columbia in Howard Moran v. Robert H. 
Lucas, Commissioner. James F. Shea v. Robert H. Lucas, Com- 
missioner. Nos. 4907 and 4908. Decision of Board of Tax Ap- 
peals, 11 B. T. A. 557, affirmed. 
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